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SUMMARY  OF  RECOMMENDATIONS 

As  a  separate  section  in  the  front  of  each  audit  report  we  include  a 
listing  of  all  recommendations  together  with  a  notation  as  to  whether 
the  agency  concurs  or  does  not  concur  with  each  recommendation.   This 
listing  serves  as  a  means  of  summarizing  the  recommendations  contained 
in  the  report  and  the  audited  agency's  reply  thereto  and  also  as  a  ready 
reference  to  the  supporting  comments.   The  full  replies  of  the  Board  of 
Investments,  Department  of  Administration,  and  Department  of  State  Lands 
are  included  in  the  back  of  this  report. 

Page 

Review  the  need  for  each  depository  bank.  10 

Agency  Reply:   Do  not  concur.   See  page  103. 

Establish  policies  for  minimum  compensating  balances 

based  on  identifiable  costs.  10 

Agency  Reply:   Concur.   See  page  103. 

Establish  a  method  of  automatically  transferring  money 

in  depository  bank  accounts  by  direct  bank  credits.  11 

Agency  Reply:   Concur.   See  page  103. 

Implement  a  servicing  agreement  between  the  board  and 
all  servicing  institutions  on  behalf  of  Public 
Employees'  Retirement  System,  Teachers'  Retirement 
System,  and  Workers'  Compensation  Division.  13 

Agency  Reply:   Concur.   See  page  103. 

Provide  for  the  servicing  of  SBA  loans  in  a  participation 

agreement .  13 

Agency  Reply:   Concur.   See  page  103. 

Provide  for  independent  appraisals  for  conventional  loans 

in  a  revised  servicing  agreement.  13 

Agency  Reply:   Concur.   See  page  104. 

Require  mortgage  servicers  to  remit  payments  to  the  state 

in  a  more  timely  manner.  13 

Agency  Reply:   Concur.   See  page  104. 

Distribute  investment  earnings  on  the  above-named  funds 
to  the  general  fund  in  compliance  with  Section  79-309, 
R.C.M.  1947,  or  seek  legislation  to  clarify  the  proper 
distribution  of  investment  earnings  for  these  accounts.         15 

Agency  Reply:   Concur.   See  page  104. 

iv 
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Review  all  other  accounts  to  determine  that  there  is 
proper  authorization  for  them  to  receive  investment 
income . 


Page 


15 


Agency  Reply:   Concur.   See  page  104. 

Work  with  the  Investment  Division  to  operate  PMS  on  a 

more  timely  production  schedule.  19 

Department  of  Administration  Reply:   Concur.   See 
page  105. 

Develop  software  to  account  for  STIP  transactions.  19 

Department  of  Administration  Reply:   Concur.   See 
page  105. 

Establish  accounting  control  over  mortgage  investments 
and  mortgage  income  and  assume  all  mortgage  collection 
functions  now  performed  by  the  investing  agencies.  21 

Department  of  Administration  Reply;   Concur.   See 
page  105. 

Require  the  use  of  at  least  two  dealer  quotes  that 
represent  fairly  the  market  value  of  the  STIP 
portfolio  on  a  day-to-day  basis.  23 

Department  of  Administration  Reply;   Concur.   See 
page  106. 

Establish  a  properly  supervised  double  entry  accounting 

system  for  STIP.  23 

Department  of  Administration  Reply:   Concur.   See 
page  106. 

Prepare  financial  statements  which  will  fairly  present 

the  activity  and  condition  of  STIP.  23 

Department  of  Administration  Reply:   Concur.   See 
page  106. 

Eliminate  the  double  reporting  of  STIP  earnings.  24 

Department  of  Administration  Reply:   Concur.   See 
page  106. 

Require  the  correction  of  yield  errors  in  PMS  and 
adequately  review  all  information  prior  to  presen- 
tation in  the  Board  of  Investments'  annual  report.  25 


SUMMARY  OF  RECOMMENDATIONS  (Continued) 


Department  of  Administration  Reply:   Concur.   See 
page  106. 
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Require  adherence  to  established  policy  for  the  markat 
value  presentation  of  United  States  Government 
obligations,  corporate,  and  Canadian  bonds.  25 

Department  of  Administration  Reply:   Concur.   See 
page  106. 

Include  in  the  Board  of  Investments'  annual  report 
financial  statements  summarizing  the  investment 
program's  year-end  financial  position,  the  results 
of  the  year's  investment  transactions  and  activities, 
and  the  changes  in  invested  balances  for  each 
investing  fund.  29 

Department  of  Administration  Reply:   Concur.   See 
page  107. 

Adopt  the  accrual  method  of  accounting  for  reporting 
the  results  of  the  board's  operations  in  the 
investment  program  annual  report.  32 

Department  of  Administration  Reply:   The  department 
is  considering  reporting  the  results  of  the  board '.^ 
operations  on  both  the  current  method  and  the 
accrual  method.   See  page  107. 

The  Department  of  State  Lands  consider  amortized  portions 
of  premiums  and  discounts  in  calculating  quarterly 
distributable  income.  41 

Department  of  State  Lands  Reply:   Concur.   See  page  111. 

The  Department  of  State  Lands  replace  overdistributed 
permanent  funds  by  the  amortization  method  proposed 
by  the  Board  of  Investments.  41 

Department  of  State  Lands  Reply;   Concur.   See  page  111. 

The  Department  of  State  Lands  establish  proper  accounting 

for  losses  incurred  on  security  exchanges.  41 

Department  of  State  Lands  Reply:   The  department  believes 
that  proper  accounting  for  losses  should  be  performed 
but  believes  that  the  Board  of  Investments  should 
perform  the  accounting.   See  page  111. 
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The  Department  of  State  Lands  request  assistance  from  the 
Department  of  Administration  in  designing  an  adequate 
accounting  system  for  determining  proper  distributable 
income.  41 

Department  of  State  Lands  Reply:   Do  not  concur.   See 
page  111. 

The  Department  of  State  Lands  request  timely  journal  entries 
and  necessary  accounting  data  from  the  Investment  Division 
to  allow  proper  quarterly  distributions.  41 

Department  of  State  Lands  Reply:   The  department  believes 
that  the  Board  of  Investments  should  determine  distri- 
butable income.   See  page  110. 

The  Department  of  State  Lands  seek  assistance  from  a 
professional  accountant  in  accumulating  data  which 
provides  the  basis  for  quarterly  distributions.  41 

Department  of  State  Lands  Reply:   Do  not  concur.   See 
page  111. 

The  Department  of  State  Lands  prepare  quarterly  distri- 
butions currently  prepared  by  the  state  Treasurer's 
office.  41 

Department  of  State  Lands  Reply:   Do  not  concur.   See 
page  111. 

Department  of  Administration  reply  to  the  above  recom- 
mendations directed  to  the  Department  of  State  Lands: 
The  Department  of  Administration  will  assist  the 
the  Department  of  Lands  in  establishing  an  adequate 
system  for  determining  proper  distributable  income. 
The  Department  of  Lands  will  be  instructed  to  use 
this  system  in  determining  the  required  distributions. 
See  page  108.   Also  see  Auditors'  Comment  on  page  113. 
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The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

We  have  examined  the  portfolio  of  investments  of  the  Board  of 
Investments  of  the  State  of  Montana  as  of  June  30,  1975,  the  related 
statement  of  investment  income  and  the  related  financial  information 
listed  in  the  table  of  contents  of  this  report  for  the  year  then  ended. 
We  also  examined  the  statement  of  condition  of  the  Short-Term  Investment 
Pool  as  of  June  30,  1975  and  the  related  statements  of  income  and  dis- 
bursements and  changes  in  net  asset  value  for  the  year  then  ended.   Our 
examination  was  made  in  accordance  with  generally  accepted  auditing 
standards,  and  accordingly  included  such  tests  of  the  accounting  records 
and  such  other  auditing  procedures  as  we  considered  necessary  in  the 
circumstances,  except  as  set  forth  in  paragraph  four  below.  We  per- 
formed a  physical  count  of  all  securities  held  in  custody  by  the  State 
Treasurer  and  a  sample  of  mortgages  held  by  servicing  institutions.   We 
confirmed  all  other  securities  owned  at  June  30,  1975,  with  custodian 
institutions. 

As  discussed  on  page  26  of  the  accompanying  report,  the  portfolio 
listing  and  other  financial  information  published  by  the  Board  of 
Investments  for  the  fiscal  year  1974-75  is  not  presented  in  accordance 
with  generally  accepted  accounting  principles  or  generally  accepted 
reporting  standards.   This  resulted  in  a  failure  to  report  adequately 
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the  financial  position,  results  of  operations,  and  the  changes  in  finan- 
cial position  of  the  funds  controlled  by  the  board  for  the  year  ended 
June  30,  1975. 

As  explained  on  page  29  of  the  accompanying  report,  the  board 
included  $88,920  of  earnings  due  before  June  30  but  received  after  that 
date  in  its  presentation  of  cash  income.   The  board  also  included  as 
cash  basis  income  for  fiscal  year  1974-75  $5,509  of  Income  reported  in 
the  previous  year.   These  items  result  in  an  overstatement  of  fiscal 
year  1974-75  cash  basis  income  by  $94,429.   Additionally,  cash  basis 
income  Is  further  modified  by  the  amortization  of  premiums  and  discounts 
and  amortization  of  deferred  losses  on  bond  swaps,  as  described  on  page 
100  of  the  accompanying  report. 

The  condition  of  the  Investment  Division's  records  relating  to  the 
Short-Term  Investment  Pool  (STIP)  was  such  that  we  were  unable  to  per- 
form certain  auditing  tests  and  procedures  which  we  deemed  necessary  to 
comply  with  generally  accepted  auditing  standards.   The  STIP  accounting 
system  does  not  provide  an  adequate  basis  for  preparation  of  financial 
statements.   The  Division's  inadequate  accounting  system  and  inadequate 
Internal  controls  resulted  in  numerous  errors  which  have  occurred  since 
the  beginning  of  STIP.   The  Investment  Division  could  not  prepare  an 
accurate  value  per  unit  and  could  not  calculate  income  due  each  unit  of 
the  Short-Term  Investment  Pool  as  of  June  30,  1975.   The  STIP  Statement 
of  Changes  in  Net  Asset  Value  does  not  present  fair]y  the  changes  in  net 
asset  value  of  STIP  for  the  year  ended  June  30,  1975.   Errors  in  this 
statement  are  described  on  pages  22  and  23  of  the  accompanying  report. 
Additionally,  the  Statement  of  Income  and  Disbursements  contains  amounts 
prepared  from  two  different  reporting  periods  because  of  errors  result- 
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ing  from  converting  the  fiscal  year  used  for  STIP  in  daily  operations  to 
the  financial  period  used  for  reporting  purposes.   Accordingly,  because 
of  the  condition  of  the  accounting  records,  we  do  not  express  an  opinion 
on  the  Short-Verm  Investment  Pool  financial  statements. 

In  our  opinion,  except  for  the  effects  of  the  items  discussed  in 
the  second  and  third  paragraphs  above,  the  aforementioned  portfolio 
listing,  the  statement  of  investment  income,  and  the  related  financial 
information  present  fairly  securities  controlled  by  the  Board  of  Invest- 
ments at  June  30,  1975,  and  the  cash  revenue  collected  by  the  board  for 
the  year  ended  June  30,  1975,  on  a  basis  consistent  with  that  of  the 
preceding  year. 

Respectfully  submitted, 


Morris  L.  Brusett,  C.P.A. 
Legislative  Auditor 


March  22,  1976 


GENERAL 

Article  VIII,  Section  13,  of  the  state  Constitution,  approved  by 
the  voters  and  effective  on  July  1,  1973,  states  that  "The  legislature 
shall  provide  for  a  unified  investment  program  for  public  funds  ...." 
The  Board  of  Investments,  as  created  by  Section  82A-204  of  the  Executive 
Reorganization  Act  of  1971,  currently  fulfills  this  requirement.   The 
Governor  appointed  board  members  who  held  their  first  meeting  on  August 
26,  1971.   The  Investment  Division  began  operating  and  assuming  invest- 
ment functions  at  that  time. 

The  Investment  Division  of  the  Department  of  Administration  performs 
the  day-to-day  investment  activities  and  record-keeping  functions 
necessary  to  implement  the  actions  taken  by  the  Board  of  Investments. 
The  Board  reviews  and  approves  the  investment  transactions  executed  by 
the  division  and  establishes  broad  policies  to  guide  Investment  Division 
personnel. 

Section  79-310,  R.C.M.  1947,  sets  some  specific  limitations  on 
certain  investment  funds  and  types  of  securities;  additionally,  the  law 
requires  the  board  to  operate  by  the  Prudent  Man  Rule  which  requires  it 
to  exercise  "that  degree  of  judgment  and  care,  under  circumstances  from 
time  to  time  prevailing,  which  men  of  prudence,  discretion,  and  intel- 
ligence exercise  in  the  management  of  their  own  affairs,  not  for  specu- 
lation, but  for  investment,  considering  the  probable  income  to  be  derived. 

Section  82A-204,  R.C.M.  1947,  states,  in  part,  that  "The  Board  is 
allocated  to  the  department  (of  administration)  for  administrative 
purposes  only  as  prescribed  in  Section  82A-108."   Section  82A-108  states 
that  an  agency  assigned  to  a  department  shall  submit  its  budget  requests 
and  submit  reports  as  required  by  law  or  the  governor  through  its  asso- 
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ciated  department.   Additionally,  the  administering  department  shall 
direct  and  supervise  the  budgeting,  record-keeping  and  reporting  of  the 
agency;  collect  all  revenues  for  the  agency  and  deposit  them  in  the 
proper  fund  or  account;  provide  the  staff  for  the  agency  and  print  and 
disseminate  for  the  agency  any  required  notices,  rules,  or  orders.  We 
discuss  this  matter  in  greater  detail  on  page  15. 

Invested  state  assets  under  the  Board  of  Investments'  control 
increased  from  $480  million  at  June  30,  1974  to  $551  million  at  June  30, 
1975,  a  14.7  percent  increase. 

Activity  in  the  Short-Term  Investment  Pool  (STIP)  increased  dramati- 
cally in  the  1974-75  fiscal  year.   The  pool,  created  by  legislative 
action  in  1973,  expanded  from  29  to  58  members,  including  state  agencies, 
university  units,  cities  and  counties,  school  districts,  and  local 
public  employee  retirement  associations.   Pooled  investments  increased 
from  nearly  $85,000,000  to  over  $133,000,000~a  57  percent  Increase  in 
one  year. 

During  the  year,  the  Board  of  Investments  formed  a  joint  committee 
with  the  Montana  Bankers  Association  (MBA)  to  examine  the  present  mort- 
gage purchasing  policy  and  to  recommend  changes  to  the  policy.   Addi- 
tionally, the  board  has  conducted  its  monthly  meetings  at  sites  around 
the  state  and  has  invited  local  bankers  to  attend  the  meetings  to  famil- 
iarize them  with  the  board's  mortgage  purchasing  policy.   The  board  has 
made  a  significant  effort  to  purchase  Montana  mortgages,  resulting  in 
purchases  of  approximately  $4,250,000  of  mortgages  in  the  current  year. 
An  official  at  the  Investment  Division  stated  that  the  board  purchases 
approximately  95  percent  of  the  mortgages  offered  to  it  for  sale. 
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DEMAND  DEPOSIT  BALANCES 

The  state  Treasurer  maintains  excessively  large  deposits  in  147 
"depository  banks"  outside  of  Helena.   The  daily  balance  in  these  banks 
averaged  $5,697,900  for  the  months  of  September,  October,  and  November 
1975.   Because  the  Board  of  Investments  cannot  invest  this  idle  cash, 
the  state  loses  approximately  $399,200  of  income  annually.   An  addi- 
tional $53,000  of  income  is  lost  through  idle  cash  remaining  in  Helena 
banks . 

In  addition  to  the  amount  of  money  in  demand  deposit  accounts,  we 

question  the  need  for  the  number  of  "depository  banks"  in  some  Montana 

cities.   Examples  of  excessive  depositories  in  one  locality  include: 

Town  Number  of  Depository  Banks 

Butte  4 

Billings  7 

Great  Falls  6 

Bozeman  4 

Kalispell  4 

Red  Lodge  2 

Absarokee  2 

Baker  2 

Livingston  2 

Glendive  2 

Helena  4 

Section  79-301(1),  (3),  and  (4),  R.C.M.  1947,  authorizes  the  Board 
of  Investments  to  designate  depository  banks  for  state  funds  and  the 
balance  to  be  maintained  in  these  accounts. 

The  Board  of  Investments  should  designate  banks  as  depositories  for 
state  funds  on  the  basis  of  a  demonstrated  need.   During  our  three  month 
test  period,  three  depository  banks'  balances  changed  less  than  $125, 
and  five  balances  did  not  change  at  all.   Our  review  of  balances  through- 
out the  year  disclosed  similar  situations. 

Maintenance  of  this  large  number  of  bank  accounts  creates  addi- 
tional administrative  work  in  the  state  Treasurer's  office,  and  we  can 
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determine  no  justifiable  reason  for  maintaining  this  excessive  number  of 
accounts. 

As  noted  above,  the  Treasurer  leaves  excessive  balances  in  these 
demand  accounr.s.   The  board  performed  a  limited  study  in  1972  for  deter- 
mining compensating  balances,  the  balances  left  in  the  banks  which 
theoretically  reimburse  the  depository  banks  for  their  services.   The 
board  has  set  a  total  maximum  balance  of  $700,000  for  outside  banks,  and 
the  state  Treasurer  tries  to  limit  the  individual  balances  to  $2,000  and 
a  $375,000  total.   Few  or  no  economic  benefits  accrue  to  a  community 
from  the  small  balances  left  in  the  majority  of  the  depository  banks. 
The  unvarying  balances  in  those  banks  mentioned  above  ranged  from  an 
average  daily  balance  of  $2,367  to  $10,998.   If  these  deposits  are 
intended  to  provide  economic  benefits  to  a  community,  certificates  of 
deposit  would  seem  a  more  stable  source  of  loanable  funds,  considering 
the  uncertainty  of  demand  deposits  and  no  guaranteed  minimum  compensa- 
ting balance. 

However,  the  board  has  established  no  criteria  for,  and  banks  have 
provided  no  basis  for,  the  cost  of  these  services.   Therefore,  we  cannot 
determine  that  any  of  the  balances  are  equitable. 

In  July  1973,  the  Board  of  Investments  established  a  single  clear- 
ing bank  for  r.he  state  Treasurer's  transactions.   Previously  many  Helena 
banks  cleared  state  warrants,  making  it  difficult  to  determine  the 
state's  cash  position.   Helena  banks  now  bid  annually  on  a  competitive 
basis  for  the  right  to  process  the  state  Treasurer's  transactions.   The 
banks  identify  the  services  they  will  render  in  return  for  a  specified 
compensating  balance.   This  system  has  provided  substantial  savings  to 
the  state. 
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The  board  should  require  all  banks  in  a  community  to  bid  for  an 
established  minimum  balance  on  a  basis  similar  to  the  system  used  for 
the  one-bank  system  in  Helena.   Officials  at  Montana  banks  have  stated 
that  most  banks  can  identify  costs  associated  with  requirements  for 
servicing  the  accounts.   This  bidding  method  should  reduce  the  number  of 
depository  banks  since  one  or  two  banks  could  handle  the  needs  for  local 
deposit  of  state  money — at  the  same  time  reducing  uninvested  cash. 

The  Treasurer  uses  an  outdated  system  to  transfer  money  from  these 
"outside"  banks  to  the  central  Helena  bank  where  the  money  is  available 
for  investment.  The  Treasurer  now  writes  a  check  on  the  outside  bank 
and  deposits  it  with  the  First  National  Bank  of  Helera,  which  clears  it 
through  the  Federal  Reserve  Bank.  This  system  takes  too  much  paperwork 
and  too  much  time,  which  results  in  a  limited  number  of  checks  being 
written  because  of  the  time  needed  for  processing  and  space  limitations 
on  the  documents. 

To  determine  the  amount  to  be  withdrawn  from  outside  banks  the 
Treasurer  uses  a  Statewide  Budgeting  and  Accounting  System  (SBAS)  report. 
However,  the  Treasurer's  office  processed  this  same  revenue  data  two 
days  prior  to  its  appearance  in  the  SBAS  records .   During  these  two 
days,  the  state's  cash  lay  idle  in  demand  deposit  accounts.   This  delay 
results  in  a  significant  loss  of  investment  income. 

To  prevent  lost  investment  income  due  to  these  current  practices, 
the  Treasurer  and  the  Board  of  Investments  should  establish  a  compen- 
sating balance  for  each  bank  and  have  the  bank  transfer  all  excess  money 
automatically  to  the  Helena  bank  for  investment  by  the  Investment  Divi- 
sion. 
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Accepted  investment,  banking,  and  business  practices  include  use  of 
a  correspondent  bank  process  called  "direct  wire"  to  make  transfers  such 
as  those  made  by  check  by  the  Treasurer.   Member  banks  of  the  Federal 
Reserve  Syste.^i  transfer  money  between  banks  without  writing  checks.   If 
used  by  the  Treasurer,  this  system  would  allow  timely  investment  of  a 
large  amount  of  money  normally  not  shown  as  available  from  present 
Treasurer's  records.   In  fact,  the  Treasurer  uses  direct  wire  transfers 
almost  daily  to  effect  Investment  Division  transactions  and  frequently 
uses  it  to  withdraw  money  from  the  depository  banks  when  notified  by 
agencies  of  large  deposits. 

Deposits  recorded  by  SBAS  would  not  show  the  correct  depository 
bank  balances  because  of  agency-created  time  lag,  often  amounting  to  two 
weeks  or  more.   Money  exists  in  state  Treasurer  accounts,  but  because  of 
the  paperwork  involved,  the  Treasurer  does  not  know  about  the  money. 
Automatic  bank  transfers  would  reduce  the  loss  caused  by  this  delay. 

We  calculated  an  approximate  annual  loss  of  income  resulting  from 
the  time  delay  problems  described  above.   Using  the  direct  wire  transfer 
method  during  calendar  1975,  the  board  could  have  earned  approximately 
$399,200  additional  income,  based  on  a  7^  percent  interest  rate  and  the 
$375,000  maximum  compensating  balance  established  by  the  Treasurer.   The 
board  could  have  earned  approximately  $374,800  based  on  a  $700,000 
maximum  compensating  balance. 

We  noted  a  similar  loss  of  income  resulting  from  cash  deposited  in 
three  Helena  banks  which  are  not  the  single  clearing  bank.   Analysis  of 
bank  statements  of  September  1975  through  December  1975  showed  an  aver- 
age daily  balance  of  approximately  $802,000.   The  four  month  activity  of 
the  three  Helena  banks  in  question  is  shown  in  the  following  table.   The 
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board  has  not  established  any  compensating  balances  for  two  of  these 

banks,  and  currently  the  Treasurer  requires  the  banks  to  report  a 

collected  balance  daily.   However,  the  Treasurer's  office  does  not  draw 

money  from  these  banks  on  a  consistent  basis,  resulting  in  an  estimated 

annual  investment  income  loss  of  over  $53,000,  based  on  a  7%  percent 

interest  rate  for  this  period  supplied  by  the  Investment  Division  and  a 

collected  compensating  balance  of  $40,000  for  Bank  A,  $50,000  for  Bank 

B,  and  $5,000  for  Bank  C. 

We  question  whether  these  banks  should  even  be  state  depositories. 

The  state  invests  only  the  money  held  in  the  single  clearing  bank. 

Using  these  other  banks,  rather  than  the  one-bank  in  Helena,  causes  a 

daily  delay  in  investing  significant  amounts  of  state  money. 

HELENA  BANKS  OTHER  THAN  THE  SINGLE  CLEARING  BANK 

Bank  A  Bank  B      Bank  C  Totals 

Average  Daily  Balance      $   178,679  $   578,712    $^4,528  $  801,919 
Average  Number  of 

Monthly  Deposits               60  66        21  147 
Average  Monthly  Amount 

of  Deposits             $1,546,264  $2,026,332    $31,680  $3,604,276 
Total  Number  of  Draws 

During  Test  Period 18   _J,8 2 38 

This  table  clearly  shows  excessive  amounts  of  money  left  in  Helena 
banks.   It  also  points  out  the  amount  of  money  unavailable  for  investment 
since  it  has  been  deposited  to  a  Helena  bank  other  tnan  the  single 
clearing  bank.   We  can  find  no  reason  to  justify  the  deposit  of  millions 
of  dollars  in  a  bank  other  than  the  single  clearing  bank. 

RECOMMENDATION 

We  reaonmend  that  the  Board  of  Investments : 

1.  Review  the  need  for  each  depository  hcnk. 

2.  Establish  policies  for  minimum  compensating  balances 
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based  on  -identif-iabte  costs. 
3.        Establish  a  method  of  automatically  transferring  money  in 
dzpository  bank  accounts  by  direct  bank  credits. 

MORTGAGE  LOANS  SERVICING  AGREEMENTS 

We  perfcrmed  a  detailed  audit  of  selected  mortgages  owned  by  various 
retirement  systems  and  serviced  by  various  banks  and  mortgage  companies. 
We  reviewed  21  percent  of  the  approximately  $41,000,000  in  mortgages  and 
24  percent  of  the  banks  and  mortgage  companies  that  service  the  mortgages. 
The  review  revealed  exceptions  to  the  policies  set  forth  in  the  mortgage 
servicing  agreements.  We  also  reported  exceptions  of  this  type  in  our 
fiscal  year  1973-74  report.   Continued  existence  of  exceptions  noted  at 
the  servicing  institutions,  which  received  approximately  $173,000  in 
fiscal  year  1974-75  for  servicing  state-owned  mortgages,  shows  a  lack  of 
compliance  with  the  servicing  agreements. 

The  Board  of  Investments  purchases  mortgages  and  is  responsible  for 
the  proper  control  of  mortgages,  but  the  mortgages  are  serviced  under 
agreements  established  prior  to  1972  by  the  Public  Employees'  Retirement 
System,  the  Teachers'  Retirement  System,  and  the  Workers'  Compensation 
Division,  when  these  agencies  managed  their  own  investment  programs. 

The  existing  servicing  agreements  contain  provisions  that  may 
result  in  weakened  control  and,  in  some  cases,  loss  of  revenue  to  the 
retirement  funds. 

Current  servicing  agreements  do  not  include  provisions  for  serv- 
icing Small  Business  Administration  (SBA)  loans.   Bank  officers  at  two 
Montana  banks  currently  servicing  SBA's  purchased  by  the  Board  of  Invest- 
ments, have  stated  they  have  not  signed  a  participation  agreement  because 
the  current  agreement  does  not  adequately  provide  for  SBA  loans.   They 
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have  also  Indicated  that  the  banks  will  not  sell  any  more  SBA's  to  the 
state  until  the  agreement  is  amended  to  include  SBA  loans. 

Present  servicing  agreements  do  not  require  independent  appraisals 
for  conventional  loans.   The  agreements  provide  for  a  maximum  loan  of  75 
percent  of  the  appraised  value,  in  compliance  with  Section  79-310, 
R.C.M.  1947.   In  our  audit  tests  of  mortgages,  we  noted  instances  prior 
to  the  board's  existence  where  bank  officials  prepared  the  appraisal  for 
the  mortgage  offerings.   The  board  has  established  a  mortgage  purchasing 
policy  requiring  an  independent  appraisal;  however,  the  servicer  does 
not  sign  an  agreement  including  this  policy,  and  the  servicer  may  not  be 
held  liable  for  any  loss  resulting  from  this  situation  if  the  board 
failed  to  enforce  their  policy.   The  servicing  agreement  should  require 
an  independent  appraisal  performed  by  an  appraiser  approved  by  the  Board 
of  Investments. 

We  examined  VA  and  FHA  guaranteed  mortgages  which  became  conven- 
tional loans,  prior  to  the  board's  existence,  and  the  outstanding  balance 
at  the  time  of  conversion  did  not  comply  with  the  75  percent  limit  of 
the  appraised  value.   The  servicing  agreement  should  aave  provisions  to 
preclude  this  situation. 

Present  servicing  agreements  require  servicing  institutions  to 
remit  mortgage  payments  "once  a  month."  These  monthly  remittances 
average  approximately  $560,000  net  of  servicing  fees,  with  the  servicer 
retaining  all  late  payment  fees.   Our  audit  tests  of  mortgage  income 
showed  that  most  servicers  make  their  once-a-month  payments  in  the  last 
week  of  the  month.   Since  the  majority  of  individual  mortgage  payments 
to  servicers  are  due  on  the  first  day  of  each  month,  the  servicers 
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invest  the  state's  income  for  their  own  benefit  for  almost  a  month 
before  remitting  the  income  to  the  state. 

The  board  should  require  prompt  remittance  of  the  state's  invest- 
ment income.   This  could  require  contract  designation  of  the  most  advan- 
tageous date  iro  the  state  for  remittance  of  mortgage  payments.   Alter- 
natively, the  board  could  require  biweekly  or  weekly  remittances  to  the 
state.   The  beard  should  also  consider  the  potential  advantages  of 
servicers'  making  these  remittances  to  state  depository  banks  rather 
than  mailing  checks  to  the  state. 

RECOMMENDATION 
We  veoomr^snd  that  the  Board  of  Investments : 

1.  Implement  a  servicing  agreement  between  the  hoard  and  all 
servicing  institutions  on  behalf  of  Public  Employees' 
Retirement  System,    Teachers  '  Retirement  System,   and 
Workers  '  Compensation  Division. 

2.  Provide  for  the  servicing  of  SBA   loans  in  a  participation 
agreement. 

S.        Provide  for  independent  appraisals  for  conventional   loans 

in  a  revised  servicing  agreement. 
4.        Require  mortgage  servicers   to  remit  payments   to  the  state 

in  a  more  timely  manner. 

GENERAL  FUND  INCOME 

During  our  review  of  investment  funds  managed  by  the  Board  of 
Investments,  vje  found  no  statutory  authorization  for  the  Livestock 
Commission  Fund,  the  Livestock  Board  Emergency  Fund,  the  Water  Well 
Fund,  the  Cosmetology  Board  Fund  and  the  Oil  and  Gas  Fund  to  be  credited 
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with  investment  earnings.   This  is  not  an  accounting  matter.   Investment 
of  moneys  for  these  funds  has  been  performed  by  the  board  as  the  result 
of  a  board  policy  decision.   These  funds  had  assets  of  $515,482  at  June 
30,  1975  and  received  income  of  $39,658  in  fiscal  year  1974-75. 

Article  VIII,  Section  13,  Constitution  of  Montana,  requires  that 
the  legislature  provide  for  a  unified  investment  program  for  public 
funds.   The  legislature  has  established  a  unified  investment  program  in 
Section  79-308  through  79-311,  R.C.M.  1947.   In  setting  forth  the  pro- 
cedures to  be  followed  in  investing  state  funds.  Section  79-309  provides 
in  part: 

"However,  the  securities  purchased  and  cash  on  hand  for  all  trea- 
sury fund  accounts  not  otherwise  specifically  designated  by  law  . 
.  .  to  be  invested  shall  be  pooled  in  an  account  to  be  designated 
'Treasury  Cash  Account'  and  placed  in  one  of  the  investment  funds 
designated  below.  The  share  of  the  income  for  this  account  shall 
be  credited  to  the  general  fund."   (Emphasis  added) 

Livestock  Commission  and  Livestock  Emergency  Fund 

Section  82A-1301,  R.C.M.  1947,  created  the  Department  of  Livestock 
and  Title  46,  R.C.M.  1947,  contains  most  of  the  laws  pertaining  to  live- 
stock.  The  statutes  contain  no  provisions  pertaining  to  investment 
income;  therefore,  income  earned  by  the  Livestock  Commission  Fund  and 
the  Livestock  Board  Emergency  Fund  belongs  to  the  general  fund. 
Water  Well 

Statutes  relating  to  well  drilling  and  water  well  contractors 
contained  in  Title  66,  Chapter  26,  R.C.M.  1947,  have  no  provisions 
regarding  investment  income;  thus  any  investment  incowe  earned  by  this 
fund  belongs  to  the  general  fund. 
Cosmetology  Board  Fund 

Title  66,  Chapter  8,  R.C.M.  1947,  contains  the  statutes  relating  to 
and  regulating  the  practice  of  cosmetology.   These  statutes  have  no 
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reference  to  investment  income;  consequently,  the  investment  earnings 
should  be  credited  to  the  general  fund. 
Oil  and  Gas 

The  Board  of  Oil  and  Gas  Conservation  within  the  Department  of 
Natural  Resources  and  Conservation,  created  by  Section  82A-1508,  R.C.M. 
19A7,  controls  the  development,  production  and  conservation  of  oil  and 
gas  pursuant  to  the  statutory  provisions  in  Title  60,  R.C.M.  1947. 
These  statutes  make  no  reference  to  the  disposition  of  any  investment 
income;  the  general  fund  should  receive  these  earnings. 

RECOl^mEWATION 


We  recommend  that  the  Board  of  Investments : 

1.  Distribute  investment  earnings  on  the  above-named  funds 
to   the  general  fund  in  aomplianoe  with  Section   79-209, 
R.C.M.    1947,    or  seek   legislation  to  clarify   the  proper 
distribution  of  investment  earnings  for  these  accounts. 

2.  Review  all  other  accounts   to  determine   that  there  is 
proper  authorization  for  them  to  receive  investment 
income . 

REPORTING  AUTHORITY 

As  noted  on  page  4,  the  Board  of  Investments  has  the  sole  authority 
to  establish  policies  for  the  investment  of  state  funds  in  accordance 
with  statutory  law  and  the  Constitution,  and  the  board  is  attached  to 
the  Department  of  Administration  for  administrative  purposes  only.   The 
Investment  Division  of  the  Department  of  Administration,  as  established 
in  the  Montana  Administrative  Code,  Section  2-2.1-0100,  is  designated  by 
the  Department  of  Administration  to  provide  administrative  services  for 
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the  Board  of  Investments.   An  Executive  Reorganizacion  Directive  (ERD- 
1),  issued  by  the  Governor  on  June  25,  1971,  sets  forth  policy  statements 
concerning  transfer  or  allocation  of  an  agency  to  a  department  for 
"administrative  purposes  only.'" 

The  purpose  of  the  directive  was  to  clarify  departmental  control 
over  administrative  functions  of  the  attached  agencies,  including  the 
hiring  of  staff  to  carry  out  the  policies  established  by  the  agency. 
Section  82A-204,  R.C.M.  1947,  creating  the  Board  of  Investments,  provides 
in  part:   "Personnel  for  the  board  shall  be  appointed  by  the  department 
subject  to  the  approval  of  the  board."  Although  the  Board  of  Invest- 
ments has  a  veto  power  over  the  appointment  of  personnel,  the  Department 
of  Administration  has  the  appointing  authority,  and  the  board  does  not 
have  the  authority  to  hire  its  own  staff.   Therefore,  the  administrative 
functions  of  the  Board  of  Investments  are  a  duty  of  the  Department  of 
Administration.   The  board  only  has  the  authority  to  direct  the  invest- 
ment of  state  funds  and  does  not  have  the  authority  oi  responsibility 
for  the  accountability  over  these  investments.   The  staff  of  the  Invest- 
ment Division  is  hired  by  the  Department  of  Administration  and  is  respon- 
sible to  that  department  for  all  functions  not  relating  to  the  board's 
investment  policies. 

Executive  Reorganization  Directive  (ERD-1)  also  states  that  the 
department  shall  "supervise  and  direct  the  budgeting,  recordkeeping, 
reporting  and  related  administrative  and  clerical  functions  of  the 
agency."   The  department  shall  also  supervise  the  form  in  which  reports 
required  by  law  or  the  Governor  are  submitted.   The  directive  defines 
"clerical  and  administrative''  functions  of  an  agency  as  those  functions 
necessary  in  the  execution  and  implementation  of  policies  established  by 
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the  agency.   These  are  the  normal,  day-to-day  functions  an  agency  must 
perform  in  the  course  of  its  operation. 

The  Department  of  Administration  has  supervised  some  of  the  clerical 
and  administrative  functions  performed  by  the  Investment  Division,  but 
it  has  not  sup-^tvised  or  directed  the  recordkeeping  and  reporting  func- 
tions of  the  agency.   The  Department  of  Administration  has  the  respon- 
sibility to  perform  these  functions  as  set  forth  in  ERD-1.   This  re- 
sponsibility includes  determining  the  recordkeeping  procedures  used  by 
the  Investment  Division,  the  basis  of  accounting  used  by  the  division 
and  the  format  of  the  Board  of  Investments'  annual  report,  which  is  used 
to  provide  interested  parties  a  basis  for  evaluating  the  results  of  the 
board's  investment  program. 

Because  the  Department  of  Administration  has  this  responsibility, 
we  direct  to  it  our  recommendations  pertaining  to  the  recordkeeping  and 
reporting  functions  resulting  from  the  Board  of  Investments'  activities. 
ACCOUNTING  SYSTEM 

The  Investment  Division  uses  a  computer  software  system  (Portfolio 
Management  System-PMS)  as  its  basic  accounting  system.   We  expressed 
concern  in  our  fiscal  year  197  3-74  audit  report  as  to  the  Investment 
Division's  capability  to  service  the  package  and  produce  timely  account- 
ing reports.   PMS  did  not  operate  on  a  timely  basis  during  fiscal  year 
1974-75,  and  as  of  the  date  of  this  report,  March  22,  1976,  the  system 
did  not  run  on  a  timely  production  basis. 

The  state  Treasurer's  office  has  instituted  a  system  of  reconciling 
the  PMS  inventory  listings  to  securities  on  hand.   Upon  institution  of 
this  program  in  October  1975,  the  Treasurer's  office  had  to  use  the  July 
1975  Investment  Division's  records  since  they  were  the  latest  reports 
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available.   As  of  March  1,  1976,  the  Treasurer  was  using  December  1975 
PMS  reports.   This  problem  reduces  the  effectiveness  of  the  Treasurer's 
reconciliation  system.   PMS  month-end  reports  should  be  issued  by  the 
tenth  day  of  the  following  month.   Only  then  would  they  provide  effect- 
ive management  tools. 

We  recommended  in  our  fiscal  year  1973-74  audit  report  that  the 
Investment  Division  become  as  self-sufficient  as  possible  in  the  use  of 
the  PMS  package.   Since  our  report  was  issued,  the  In^>estment  Division's 
computer  systems  analyst-programmer  has  left  the  division.   The  division 
has  no  full  time  computer  personnel  experienced  in  maintaining  PMS. 

The  division  plans  to  use  the  Department  of  Administration  Data 
Processing  Division's  personnel  to  provide  maintenance  and  programming 
of  the  package.   An  official  of  the  Data  Processing  Division  stated  that 
the  Investment  Division  can  expect  to  wait  six  months  before  they  will 
have  a  full  time  person  fully  familiar  with  the  system.   The  Data 
Processing  Division  expects  to  be  able  to  maintain  the  system  within  one 
year.   During  this  time,  the  division  will  have  to  rely  on  their  former 
employee  and  a  former  official  of  the  company  that  sold  the  PMS  package 
to  the  division.   The  vendor  company  has  since  gone  out  of  business. 

As  mentioned  on  page  5  of  this  report,  the  Short-Term  Investment 
Pool  (STIP)  has  increased  significantly  in  size  and  vo'll  soon  require 
mechanized  daily  updates  in  accounting  records  and  jnit  computations. 
At  this  time  STIP  records  and  unit  calculations  are  updated  by  hand.   As 
soon  as  possible,  the  Investment  Division  must  acquire  data  processing 
capabilities  to  perform  this  work. 


-18- 


RECOMmmATIGN 

We  veaorm&nd  that  the  Department  of  Administration: 

1.  Work  with  the  Investment  Division   to  operate  PMS  on  a 
more  timely  production  schedule. 

2.  Develop  software  to  account  for  STIP  transactions. 

REAL  ESTATE  COl'TTROLS  AND  COLLECTIONS 

R.C.M.  82A-204  of  the  Montana  Executive  Reorganization  Act  of  1971 
transferred  the  investment  function  for  all  state  funds  to  the  Board  of 
Investments.   The  law  made  no  specific  exemption  for  investments  in  real 
estate  purchased  either  previously  by  other  state  agencies  or  by  the 
board. 

We  recommended  in  our  fiscal  year  1973-74  audit  report  that  the 
board  assume  all  mortgage  accounting  and  collection  functions  now  per- 
formed by  investing  agencies.   The  board  responded  to  this  report  that 
they  "will  work  with  the  Department  of  Administration  to  devise  proper 
and  efficient  accounting  and  collection  methods."   The  Department  of 
Administration's  responsibility  for  supervising  the  recordkeeping  of  the 
Investment  Division  includes  the  establishment  of  a  uniform  record  of 
mortgage  investments.   Department  representatives  and  the  board  have  met 
many  times  to  discuss  the  possibility  of  contracting  this  service  to  an 
outside  agency,  such  as  the  newly  created  State  Housing  Authority. 
However,  no  action  has  taken  place  to  correct  the  lack  of  accountability 
for  the  state's  mortgages. 

The  Investment  Division  does  not  currently  maintain  any  detailed 
accounting  records  for  FHA  notes  and  SBA  loans  owned  by  PERS  and  TRS  or 
mortgages  owned  by  the  various  retirement  systems.   Neither  the  Invest- 
ment Division  nor  the  Treasurer  could  provide  us  with  detailed  listings 
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of  mortgages,  balances,  locations,  interest  rates,  cr  monthly  payment 
amounts  as  of  June  30,  1975.   We  had  to  obtain  the  listings  of  mortgage 
and  FHA  notes  from  agencies  that  own  the  mortgages.   Two  of  the  agencies 
had  to  obtain  listings  from  the  servicers  since  the  agencies  no  longer 
perform  any  detailed  accounting  over  mortgages.   This  means  that  no  one 
in  state  government  keeps  track  of  the  mortgages  the  ytate  owns;  there- 
fore, no  one  can  review  monthly  mortgage  income  to  determine  that  moneys 
due  are  collected. 

The  mortgage  listings  obtained  by  the  agencies  contain  balances  as 
of  the  last  date  in  June  that  servicers  remitted  mone);  to  the  agencies — 
not  balances  as  of  June  30,  1975.   The  agencies  submitted  these  balances 
to  the  Investment  Division  which  used  these  figures  as  the  basis  for 
presenting  investments  in  mortgages  for  these  agencies.   However,  these 
balances  do  not  show  mortgage  payments  made  to  servicers  between  the 
last  remittance  date  and  June  30,  1975.   These  interim  payments  amounted 
to  more  than  $32,600;  consequently,  the  board  overstated  the  investment 
in  mortgages  as  of  June  30,  1975  by  this  amount.   If  the  division  main- 
tained control  over  mortgages,  they  would  not  have  to  rely  on  these 
balances  from  investing  agencies  and  could  properly  reflect  the  state's 
investment  in  mortgages  at  year-end. 

Additionally,  the  Investment  Division  does  not  maintain  detailed 
accounting  records  for  the  approximately  $327,000  of  land  and  buildings 
owned  by  PERS  and  TRS  and  does  not  receive  all  necessary  documents  for 
recording  rental  income  from  these  investments. 
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RECOMMNDATION 

We  reoormend  that  the  Department  of  Administration  establish  aoaounting 
control  over  mortgage  investments  and  mortgage  income  and  assume 
all  mortgage  collection  functions  noun  performed  by   the  investing 
agencies. 

SHORT-TERM  INVESTMENT  POOL 

The  Short-Term  Investment  Pool  (STIP) ,  created  by  the  42nd  Legis- 
lative Assembly,  experienced  a  dramatic  increase  in  the  size  of  the 
portfolio  and  the  number  of  participants  in  fiscal  year  1974-75.   As  of 
June  30,  1975,  the  pool  had  assets  of  $134,340,680  and  58  participants. 
Unit  Value  Calculations 

Our  review  of  STIP  transactions  disclosed  that  the  Investment 
Division  receives  two  market  quotes  from  dealers  for  the  securities  in 
the  STIP  portfolio.   These  market  values  are  used  to  calculate  the  daily 
it  value  of  STIP  units.   We  discovered  that  only  one  of  these  dealers 
ctively  researches  and  reports  the  market  value  on  a  daily  basis  for 
individual  securities.   In  one  instance,  the  market  quote  from  the 
dealer  for  a  certain  security  stayed  the  same  for  hh   months  while  the 
quote  from  the  other  dealer  changed  numerous  times  throughout  the  period. 

The  division  clerk  either  averages  the  two  quotes  or  arbitrarily 
picks  the  higher  of  the  two  quotes  if  the  quotes  differ  greatly.   In  the 
above  instance,  the  clerk  used  the  market  quote  from  the  dealer  whose 
market  values  did  not  change.   This  procedure  makes  it  possible  to 
distort  the  market  value  on  a  day-to-day  basis. 
Accounting  System  and  Financial  Statements 

One  person  in  the  Investment  Division  presently  prepares  all  STIP 
accounting  transactions—including  calculating  unit  values,  buying  or 
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selling  units,  and  preparing  SBAS  entries.   No  one  in  the  Investment 
Division  supervises  or  verifies  this  person's  calculations;  consequently, 
numerous  errors  have  accumulated  in  STIP,  resulting  in  inaccurate  unit 
value  computations  since  the  beginning  of  STIP.   The  division  does  not 
use  a  conventional  double  entry  accounting  system  whiih  provides  checks 
and  balances;  instead,  the  division  has  devised  a  make-shift  single 
entry  system.   Footnote  1  to  the  STIP  financial  statements  (see  page  101) 
discloses  that  an  accounting  error  resulted  in  $340,^44  of  undistributed 
earnings.   This  accounting  error  actually  amounted  to  approximately 
$134,500.   The  footnote  accurately  reports  that  normally  distributed 
earnings  were  reinvested  in  the  fund,  resulting  in  a  higher  cost  per 
unit  of  principal  purchased  rather  than  earnings  purchased.   Eventual 
sale  of  these  units  will  return  this  higher  cost  to  the  purchaser,  thus 
making  it  unnecessary  to  currently  distribute  the  $134,500.   However, 
the  STIP  financial  statements  do  not  accurately  show  the  effect  of  this 
error  in  the  statement  of  condition  or  the  statement  of  changes  in  net 
asset  value. 

An  error  in  addition  by  the  division  in  preparing  the  statement  of 
changes  in  net  asset  value  resulted  in  an  overstatement  of  $60,000  in 
units  sold  by  participants.   Also,  the  division's  records  do  not  present 
a  basis  for  computation  of  the  $489,746  decrease  in  unrealized  appre- 
ciation of  investments  shown  in  the  statement  of  changes. 

The  accounting  procedures  established  for  STIP  use  a  fiscal  year 
ended  May  31  basis  for  income  distributions,  while  the  financial  state- 
ments are  prepared  using  a  fiscal  year  ended  June  30,   The  Investment 
Division  did  not  accurately  convert  STIP  accounting  data  to  the  June  30 
fiscal  year  while  preparing  the  STIP  financial  statements.   Thus,  the 
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published  statement  of  income  and  disbursements  contains  amounts  that 
are  on  the  May  3]  fiscal  year-end  and  the  June  30  fiscal  year-end. 

Because  of  the  inadequate  STIP  accounting  system  and  the  inaccurate 
unit  values  us?.d  by  the  division,  the  statement  of  condition  does  not 
accurately  prei:ent  income  due  participants  and  the  net  asset  value  of 
the  Short-Term  Investment  Pool  as  of  June  30,  1975.   Accordingly,  the 
financial  stateraents  do  not  present  fairly  the  changes  in  net  asset 
value  for  the  fund  for  the  year  ended  June  30,  1975. 

The  present  STIP  bookkeeping  system  provides  little  basis  for 
preparation  of  periodic  financial  statements,  which  would  normally  dis- 
close many  errors.   Consequently,  we  could  not  prepare  financial  state- 
ments which  fairly  present  the  condition  of  STIP  as  of  June  30,  1975, 
the  changes  in  net  asset  value,  and  the  results  of  operations  for 
fiscal  year  1974-75.   Because  of  the  difficult  hand  calculations  needed 
for  day-to-day  STTP  transactions  and  the  large  dollar  amounts  involved, 
the  Department  of  Administration  must  establish  an  adequate  accounting 
system  for  STIP  and  provide  for  a  review  of  all  transactions  entered  in 
the  system. 

RECOMMENDATION 

We  veoorrmend  that  the  Department  of  Administration: 

1.  Require   the  use  of  at   least  two  dealer  quotes  that  represent 
fairly  the  market  value  of  the  STIP  portfolio  on  a  day- 
tc-day  basis. 

2.  Establish  a  properly  supervised  double  entry  accounting 
system  for  STIP. 

3.  Prepare  financial  statements  which  will  fairly  present 
the  activity  and  condition  of  STIP. 
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STIP  EARNINGS  REPORTED  IN  THE  STATE'S  FINANCIAL  REPORT 

The  State  of  Montana's  Financial  Report  1974-75,  shows  $48,587,552 
as  investment  earnings  on  its  comparative  statement  of  receipts  by 
classification  (page  vii)  for  fiscal  year  ended  June  30,  1975.   This 
amount  is  overstated  by  $11.5  million  because,  as  explained  on  page  ii 
of  the  financial  report,  the  Statewide  Budgeting  and  Accounting  System 
(SBAS)  reported  STIP  earnings  twice — first  as  interest  earned  by  the 
pooled  fund  and  again  when  distributed  to  the  partici^jants.   This  reportin^i 
practice  presents  information  that  could  be  confusing  to  the  reader  of 
the  state's  financial  report.   STIP  investment  income  should  be  reported 
only  once  in  the  state's  financial  statements. 

RECOMMEmATION 

We  recommend  that  the  Department  of  Administration  eliminate   the 
double  reporting  of  STIP  earnings. 

YIELDS 

During  our  review  of  the  yields  shown  for  individual  securities 
listed  in  the  fiscal  year  1974-75  Board  of  Investments'  annual  report, 
we  noted  numerous  inaccurate  yield  figures.   In  many  instances  a  secu- 
rity with  the  same  cost  and  par  value  had  an  interest  rate  which  dif- 
fered from  the  yield  reported.   Also,  in  several  cases,  a  security  with 
a  lower  cost  than  par  value  had  a  yield  figure  lov/er  than  the  interest 
rate.   The  Investment  Division  stated  that  most  of  the  errors  resulted 
from  erroneous  coding  of  the  securities  into  PMS . 

The  division  knew  of  these  errors  prior  to  the  printing  of  the 
annual  report,  yet  they  did  not  correct  the  situation  or  footnote  the 
annual  report  to  disclose  that  it  contained  a  significant  number  of 


-24- 


inaccurate  individual  yield  figures.   The  annual  report  should  present 
all  information  in  a  manner  that  is  not  misleading  to  the  reader. 

RECOMMENDATIOJ^ 

We  reaommend  that  the  Department  of  Administration  require  the 
correct  ion  of  yield  errors  in  VMS  and  adequately  review  all 
information  prior  to  presentation  in  the  Board  of  Investments  ' 
annual  report. 

MARKET  VALUES 

Footnote  3  to  the  financial  statements  (see  page  100)  states  that 
the  Investment  Division  used  two  dealer  quotes  for  market  values  of 
United  States  Government  obligations,  corporate  and  Canadian  bonds. 
During  our  review  of  the  market  values,  we  noted  that  the  division  used 
only  one  dealer  quote  for  approximately  80  percent  of  these  securities. 
Many  securities,  when  compared  to  another  dealer  quote,  varied  greatly, 
but  the  market  values  shown  for  the  portfolios  taken  as  a  whole  were  not 
materially  misstated.   If  the  Department  of  Administration  determines 
that  only  one  dealer  quote  is  needed  to  fairly  present  the  portfolio's 
year-end  market  vralue,  the  market  value  presentation  policy  should  be 
amended  and  accurately  stated  in  the  financial  statement  footnotes. 

RECOMMENDATION 

We  recommend  that  the  Department  of  Administration  require  adherence 
to  established  policy  for  the  market  value  presentation  of  United 
States  Government  obligations,   corporate  and  Canadian  bonds. 
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FINANCIAL  STATEMENT  PRESENTATION 

The  funds  managed  by  the  Board  of  Investments  are  not  owned  by  it; 
however,  the  board  has  the  capability  of  selling  any  portion  of  the 
approximately  $538,313,000  assets  under  its  control  without  prior  approval 
by  the  investing  agencies.   The  board  has  delegated  this  authority  to 
the  Investment  Division  of  the  Department  of  Administration,  which 
operates  as  a  separate  entity  from  the  agencies  it  invests  for  and 
prepares  and  signs  original  input  data  for  the  SBA.S  and  PMS  accounting 
systems.   Because  of  the  Investment  Division's  capabilities,  investment 
program  financial  statements  should  report  sufficient  summary  information 
for  audit  and  reporting  purposes. 

As  noted  on  page  17  the  Department  of  Administra^'ion  has  the  respon- 
sibity  to  determine  the  form  of  the  Board  of  Investments'  annual  report 
and  the  responsibility  to  ensure  that  the  informatics  in  the  report  is 
presented  in  a  meaningful  manner. 

We  reviewed  investment  reports  published  by  other  states  with 
investment  programs  similar  to  the  State  of  Montana's  and  determined 
that  the  Board  of  Investments'  annual  report  is  as  good  as  or  better 
than  other  comparable  states'  investment  reports.   However,  several 
deficiencies  exist  in  the  fiscal  year  1974-75  Board  of  Investments' 
annual  report.   These  deficiencies,  which  include  noncompliance  with 
generally  accepted  accounting  principles  and  generally  accepted  reporting 
standards,  do  not  fully  disclose  the  activities  of  the  board.   We  note 
several  of  the  deficiencies  below: 

1.    Failure  to  adhere  to  the  reported  basis  for  zomputation  of 
income.   (See  page  100.)   As  discussed  on  page  29  of  this 
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report,  income  received  in  July  1975  was  reported  as  fiscal 
year  1974-75  cash  basis  income. 

2.  Failure  to  disclose  expenses  incurred  as  charged  against  each 
fund's  income  in  the  statement  of  income.   The  "cash"  column 
of  the  Board  of  Investments'  fiscal  year  1974-75  statement  of 
income  is  net  of  expenses  charged  to  investors.   The  board 
discloses  the  total  amount  of  expenses  in  the  fifth  financial 
statement  footnote.   (See  page  100.) 

3.  Failure  to  present  results  of  operations  in  a  meaningful 
fashion.   The  basis  of  accounting  used  by  the  board  is  con- 
trary to  generally  accepted  accounting  principles.   When  cash 
basis  principles  for  revenue  accounting  are  mixed  with  accrual 
basis  revenue  accounting  methods,  the  resulting  information  is 
of  doubtful  value.   Additionally,  the  failure  to  recognize 
unrea] ized  gains  and  losses  in  portfolio  holdings  limits  the 
information  available  to  the  reader  on  which  to  judge  the 
board's  performance. 

4.  Failure  to  disclose  the  unamortized  balance  of  deferred  losses 
resulting  from  bond  swaps  and  chargeable  against  future  years' 
income . 

The  DepartTT.eiit  of  Administration  should  prepare  financial  state- 
ments in  accordance  with  generally  accepted  accounting  principles  and 
generally  accepted  reporting  standards  to  correct  the  deficiencies  noted 
above.   These  financial  statements  should  include  a  statement  of  net 
assets  for  the  state's  investments;  a  statement  of  operations,  including 
the  interest  and  dividend  earnings  and  the  gains  and  losses  from  the 
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state's  investment  transactions;  and  a  statement  of  changes  in  net 
assets  which  reports: 

1.  The  amounts  of  income  earned  for  investing  agencies  during  the 
year;  and 

2.  Additions  to  and  withdrawals  from  investment  funds  under  the 
board's  control. 

Without  such  financial  statements,  there  is  no  reasonable  basis  for 
evaluation  and  determination  of  the  accountability  for  the  state's 
investment  program.   Because  the  financial  statements  did  not  present  a 
statement  of  net  assets  for  the  state's  investments  ^t   June  30,  1975, 
the  annual  report  reader  cannot  determine  that  the  board  will  amortize 
$7,244,791  in  deferred  losses  against  future  years'  income.   Similarly, 
the  reader  cannot  clearly  determine  the  effect  on  the  state's  investment 
program  of  the  prior  period  cost  adjustment  offset  ageinst  trust  and 
legacy  fund  income  over  a  15  year  period. 

The  state  Treasurer  reports  a  statement  of  cash  position  for  the 
Treasurer's  cash  accountability  account  as  of  each  fiscal  year-end. 
This  report  includes  all  of  the  state's  cash  under  the  Treasurer's 
control.   A  similar  report  should  be  published  for  the  state's  investments 
under  the  board's  control. 

These  financial  statements,  along  with  others  described  above, 
would  provide  a  report  reader  a  meaningful  basis  for  the  evaluation  of 
the  state's  investment  program. 

We  discussed  this  problem  in  our  fiscal  year  1973-74  audit  report. 
The  board  did  not  concur  with  this  recommendation  but.  agreed  that  STIP 
financial  statements  should  conform  to  standard  reporting  procedures. 
The  accounting  methods  used  by  the  Investment  Division  do  not  present 
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accounting  information  needed  for  preparing  STIP  financial  statements  in 
accordance  with  generally  accepted  reporting  procedures  (see  page  21). 
However,  when  the  Investment  Division  prepared  STIP  financial  statements, 
they  discovered  errors  which  they  had  been  making  during  the  year. 

The  board  apparently  believes  that  showing  year-end  invested  bal- 
ances for  each  fund  provides  a  meaningful  summary  of  each  fund's  invest- 
ment activity.   However,  the  errors  found  and  other  problems  encountered 
by  the  division  in  preparing  STIP  financial  statements  illustrate  the 
need  for  preparing  financial  statements  in  accordance  with  generally  ac- 
cepted accounting  principles  and  generally  accepted  reporting  standards. 

We  have  a^-reed  to  assist  the  Department  of  Administration  in  pre- 
paring investment  program  financial  statements  for  fiscal  year  1975-76, 
with  the  goal  of  improving  public  accountability  for  the  program. 

RECOMMEWATION 
We  reaommsnd   that  the  Department  of  Administration  include  in  the 

Board  of  Investments  '  annual  report,    financial  statements  summarizing 
the  investment  program's  year-end  financial  position,    the  results 
of  the  year's  investment   transactions  and  activities,   and  the 
changes  in  invested  balances  for  each  investing  fund. 

STATEMENT  OF  INVESTMENT  INCOME 
Basis  of  Accounting 

During  our  examination  of  the  statement  of  investment  income  pub- 
lished in  the  fiscal  year  1974-75  Board  of  Investments'  annual  report 
(see  page  97),  ws  noted  several  errors  and  omissions  in  the  computation 
of  income  for  certain  investors.   The  first  financial  note  (see  page 
100)  states  that  "The  financial  statements  have  been  prepared  on  the 
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cash  basis  of  accounting,  except  for  the  amortization  of  premiums  and 
discounts  ...;"  however,  the  annual  report  included  $28,920  of  earnings 
due  before  June  30,  1975,  but  received  after  that  date  in  income  for 
fiscal  year  1974-75.   Principles  of  the  cash  basis  method  of  accounting 
do  not  allow  this  practice.   This  situation  occurred  because  the  Invest- 
ment Division  sold  securities  in  June,  and  the  state  was  no  longer  the 
owner  of  record  as  of  June  30,  1975.   However,  the  division  did  not 
receive  the  proceeds  from  the  sale  until  July.   The  proceeds  due  the 
state  should  have  been  recorded  as  accounts  receivable  by  the  Investment 
Division  at  June  30.   Since  these  proceeds  were  not  entered  into  SBAS 
until  July,  these  securities  were  reflected  in  the  ox^mer  agencies'  books 
as  of  June  30  but  not  in  the  board's  records.   This  understated  funds 
controlled  by  the  board  by  $69,056,  the  cost  of  the  securities  sold. 
Additionally,  the  division  erroneously  included  in  fiscal  year  1974-75 
$5,509  of  income  reported  in  the  previous  year.   As  a  result  of  these 
errors,  the  cash  basis  income  for  fiscal  year  197'':-75  is  overstated  by 
$94,429. 

Significant  departures  from  the  cash  basis  of  accounting,  (i.e., 
amortization  of  premiums  and  discounts  and  amortization  of  deferred 
losses  on  bond  swaps)  and  their  use  in  conjunction  v^ith  the  cash  basis 
presents  confusing  financial  statements.   Only  by  using  the  accrual 
method  of  accounting  can  the  Board  of  Investments  report  income  actually 
earned  by  an  investor  during  a  given  year.   Additionally,  accrual  account- 
ing discourages  manipulation  of  reported  income,  which  could  occur  when 
accounting  principles  relating  to  different  bases  of  accounting  are 
combined.   The  investment  division  should  input  investment  income  into 
SBAS  on  a  cash  basis,  but  the  investment  program  should  report  on  the 
accrual  basis. 
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Since  PMS  prepares  accounting  records  on  an  accrual  basis,  we  used 
its  records  to  oetermine  that  the  Board  of  Investments  earned  approxi- 
mately $1,700,000  more  income  in  fiscal  year  1974  than  was  reported  on 
the  cash  basis.   The  accrual  of  income  would  have  a  larger  effect  as  of 
June  30,  1975  because  the  board  controls  a  larger  portfolio  than  at  the 
previous  year-end.   If  the  financial  statements  were  prepared  on  the 
accrual  basis,  the  income  for  the  year  would  have  included  this  amount. 
The  division  would  have  reported  interest  due  at  year-end,  but  received 
after  that  date,  as  interest  receivable. 

PMS  does  not  properly  accrue  interest  on  mortgages  and  certificates 
of  deposit.   Mortgage  interest  is  not  accrued  because  PMS  has  not  been 
completely  programmed  for  this  security  type.   Earnings  on  certificates 
of  deposit  are  not  accurately  accrued  because  Montana  banks  do  not 
calculate  interest  earnings  on  a  uniform  basis. 

The  board  has  not  established  a  uniform  basis  for  calculation  of 
interest  paid  on  certificates  of  deposits.   PMS  uses  a  360  day  basis  for 
calculation  of  interest  due  on  securities  of  this  type;  however,  Montana 
banks  use  many  aifferent  methods  to  pay  interest  on  certificates  of 
deposit.   Therefore,  PMS  cannot  accurately  calculate  the  accrued  interest 
at  the  end  of  any  accounting  period.   This  situation  forces  the  division 
to  prepare  entries  to  adjust  its  accounting  records  to  reflect  actual 
payments  rather  than  computer  calculated  accruals. 

We  can  determine  no  benefit  derived  by  the  state  from  this  situation. 
Instead,  the  state  incurs  considerable  administrative  expenses  in  accounting 
for  and  checking  interest  earned  as  calculated  by  various  banks.   The 
board  should  determine  if  Montana  banks  would  calculate  interest  in  a 
uniform  manner.   Logically,  this  would  be  on  a  360  day  basis. 
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We  recommend  the  accrual  basis  for  reporting  the  results  of  the 
board's  annual  operations.   STIP  is  already  on  the  accrual  basis.   We  do 
not  recommend  that  information  input  into  SBAS  by  the  Investment  Divi- 
sion change.   State  agencies  recognize  income  on  the  cash  basis  now  and 
should  continue  to  do  so. 

RECOMMENDATION 

We  recommend  that  the  Department  of  Administration  adopt  the  aoorual 
method  of  accounting  for  reporting  the  results  of  the  board's 
operations  in  the  investment  program  annual  report. 

TRUST  MP  LEGACY 

We  examined  certain  trust  and  legacy  investment  account  trans- 
actions during  our  fiscal  year  1973-74  audit  and  noted  significant 
errors  in  application  of  accounting  procedures  relating  to  the  distri- 
bution of  income  from  the  trust  and  legacy  common  school  permanent  fund, 
generally  referred  to  as  the  common  school  fund. 

On  February  22,  1889,  the  Congress  of  the  United  States,  by  the 
Enabling  Act,  granted  to  the  State  of  Montana,  for  common  school  support, 
sections  16  and  36  in  every  township  within  the  state.   Money  received 
from  the  sale  of  these  and  additional  lands  granted  for  other  educa- 
tional and  state  institutions,  constitutes  the  permanent  portion  of  the 
common  school  fund. 

The  1889  State  of  Montana  Constitution,  Article  XXI,  Section  3, 
stated  in  part:   "The  original  amounts  of  all  contribucions  for  the  ... 
state  permanent  school  fund  (common  school  fund)  . . . ,  shall  be  added  to 
such  funds  respectively  and  become  inseparable  and  inviolable  parts 
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thereof."   The  1972  State  of  Montana  Constitution  recognized  the  inviola- 
bility of  the  common  school  fund  in  Article  X,  Sections  3  and  10. 
Prior  Period  Error 

Prior  to  the  creation  of  the  Board  of  Investments  in  1971,  Section 
79-1202,  R.C.M.  1947,  authorized  the  State  Board  of  Land  Commissioners, 
through  the  Department  of  State  Lands  and  Investments,  to  invest  trust 
and  legacy  funds  subject  to  certain  limitations.   During  the  time  the 
Department  of  State  Lands  administered  the  investment  of  the  common 
school  fund,  they  distributed  principal  of  the  fund  by  incorrectly 
adding  to  or  offsetting  against  current  income  the  total  amount  of  any 
discounts  or  premiums  on  investments.   Likewise,  administrators  added  to 
or  charged  off  against  income  any  gains  or  losses  realized  from  the  sale 
of  investments.   A  detailed  review  by  the  Board  of  Investments  in  fiscal 
year  1971-72  revealed  that  a  total  $1,362,969  reduction  of  principal 
resulted  from  these  incorrect  accounting  practices.   Such  a  reduction  of 
principal  is  contrary  to  the  constitutional  provision  which  established 
the  common  school  fund. 

The  Board  of  Investments  elected  to  amortize  the  $1,362,969  reduc- 
tion of  principal  over  a  15  year  period  at  the  rate  of  $90,865  per  year. 
By  charging  the  error  off  in  this  manner,  the  permanent  fund  principal 
would  be  restored  without  a  serious  effect  on  distributions  to  the 
school  districts. 

Prior  to  the  adoption  of  Montana's  present  Constitution,  the 
Montana  Supreme  Court  served  as  a  supervisory  board  over  the  admin- 
istration of  the  trust  and  legacy  fund.   As  part  of  its  supervisory 
duties,  the  court  issued  advisory  opinions  concerning  the  administration 
o  the  trust  and  legacy  fund.   In  its  opinion  entitled  2B.  ^  Montana 
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Trust  and  Legacy  Fund,  143  Mont.  218,  388  P.  2d  366  (1964),  the  court 

discussed  the  investment  of  public  school  funds,  including  restrictions 

thereon,  and  on  page  225  stated: 

"The  question  presented  by  these  provisions  is  whether  the  an- 
nounced rule  of  inviolability  of  the  funds  is  an  absolute  pro- 
hibition against  the  incurrence  of  a  short  term  diminution  of 
principal  (by  selling  securities  at  less  than  face  value  or  pur- 
chasing at  a  premium) .   We  conclude  the  answer  is  in  the  negative. 
Bearing  in  mind  that  the  purpose  of  the  funds  jis^  to  help  finance 
this  state' s  educational  institutions  with  income  generated 
therefrom,  we  do  not  believe  the  framers  of  the  Constitution 
intended  to  establish  a  rule  which  could,  under  some  circumstances, 
defeat  that  purpose.   There  is  no  doubt  but  that  the  varying  yield 
values  of  different  securities  render  it  prudent  at  times  to  take  a 
temporary  loss  of  principal  in  return  for  a  greater  realization  of 
income  (of  course,  the  measurement  of  income  yield  must  be  made  in 
light  of  necessity  of  allocating  a  portion  thereof  to  restoration 
of  lost  principal) .   Therefore,  we  do  not  construe  the  word 
' inviolate'  as  prohibiting  the  sale  of  securities  at  less  than 
purchase  price  or  face  value  or  the  purchase  thereof  at  a   premium, 
provided  the  income  gain  resulting  from  such  transaction  is 
partially  used  to  restore  the  temporary  loss  of  principal. " 
(Emphasis  added) 

Montana's  present  Constitution,  in  Article  VIII,  Section  13,  pro- 
vides for  the  investment  of  state  funds,  including  public  school  funds. 
Article  X,  Sections  3  and  10,  provide  respectively  that  public  school 
funds  shall  remain  "inviolate"  and  shall  be  "guaranteed  by  the  state 
against  loss  of  diversion."   These  constitutional  provisions  are  vir- 
tually identical  to  those  discussed  in  the  Supreme  Court  opinion  above; 
thus,  the  rationale  of  the  court  is  applicable  to  the  present  situation. 
The  court  found  that  a  temporary  loss  of  principal  would  not  be  pro- 
hibited by  the  "inviolability"  provisions  of  the  constitution  so  long  as 
the  loss  was  temporary  and  the  principal  was  restored  from  income  earned. 

The  temporary,  systematic  method  selected  by  the  board  will  protect 
the  inviolability  of  the  fund  and  at  the  same  time  allow  a  current 
distribution  of  income  over  the  entire  period  of  repayment  without 
causing  large  fluctuations  in  the  amount  distributed.   This  also  will 
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carry  out  the  purpose  of  investment  of  the  funds  as  noted  by  the  court, 
which  is  "to  help  finance  this  state's  educational  institutions  with 
income  generated  therefrom." 

Although  the  Board  of  Investments  has  been  amortizing  the  principal 
reduction  against  reported  income  for  trust  and  legacy  funds  since  1972, 
the  Department  of  State  Lands  has  not  yet  restored  to  principal  any  of 
the  $1,362,969  distributed  from  the  permanent  fund.   Additional  discussion 
of  this  problem  follows. 

Failure  to  Consider  Premiums  and  Discounts  in  Current  Distributions 

Generally  accepted  accounting  principles  require  recording  an 
investment  at  cost  and  amortizing  the  related  premium  or  discount  against 
income  over  the  life  of  the  security.   This  method  of  accounting  is  also 
appropriate  for  calculating  distributable  income  for  the  common  school 
fund.   As  discussed  below,  the  amortized  portion  of  gains  and  losses  on 
security  swaps,  accounted  for  by  the  Board  of  Investments  under  the 
deferral  and  amortization  method,  should  also  be  charged  against  current 
year's  income  for  distribution  purposes. 

Present  Department  of  State  Lands'  policy  requires  only  distri- 
bution of  actual  cash  income  received  from  investments.   Premiums, 
discounts,  and  deferred  gains  and  losses  are  not  considered  in  the 
distribution.   This  policy  could  result  in  extreme  fluctuations  of 
distributable  income  as  securities  purchased  at  a  discount  mature. 
Under  present  accounting  methods,  the  Department  of  State  Lands  will 
have  to  recognize  the  total  amounts  of  discounts  as  income  when  the 
related  securities  mature.   For  the  Department  of  State  Lands  to  know 
when  the  proceeds  of  such  discounts  are  received,  the  Investment  Division 
will  have  to  monitor  the  maturity  of  securities  purchased  at  a  discount 
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and  notify  Department  of  State  Lands'  personnel  of  each  maturity. 
Otherwise,  the  discounts  will  be  incorrectly  added  to  the  permanent  fund. 

Inclusion  of  the  amortized  portion  of  discounts  and  premiums  in 
current  year's  income  would  prevent  these  fluctuations  of  income  available 
for  distribution.   This  distribution  of  annually  amortized  discounts  may 
require  using  part  of  the  permanent  fund  to  create  cash  for  the  quar- 
terly distribution  to  the  schools.   However,  such  a  temporary  disruption 
of  principal  is  permissible,  as  noted  in  the  court  opinion  above,  provided 
that  a  portion  of  current  income  restores  the  lost  principal. 

Failure  to  Consider  Deferred  Gains  and  Losses  in  Current  Distributions 

The  Forty-Second  Legislative  Assembly  enacted  Section  79-310, 
R.C.M.  1947,  effective  July  1,  1973,  which  allowed  corporate  bonds  as 
legal  investments  for  the  trust  and  legacy  fund.   Previously,  the  fund 
could  invest  only  in  government  securities  which  resulted  in  a  portfolio 
of  low  yield  securities.   The  new  legislation  enabled  the  Board  of 
Investments  to  swap  low  yield  government  securities  for  high  yield 
corporate  bonds.   A  Board  of  Investments'  security  swap  for  the  common 
school  fund  consists  of  selling  a  security  at  a  loss  and  purchasing  a 
new  security  yielding  a  higher  current  income,  thereby  fulfilling  the 
objective  of  making  more  money  available  for  distribution  to  the  schools. 
A  swap  causes  a  temporary  reduction  of  principal  since  it  is  made  at  a 
loss.   This  reduction  in  principal  must  be  restored  through  future 
income  from  the  new  security. 

In  the  case  of  Tn   Re  Montana  Trust  And  Legacy  Fund,  supra,  the 

court  stated  on  page  226: 

"While  an  affirmative  interpretation  of  'inviolate'  (i.e.,  what 
does  it  mean  as  distinguished  from  what  it  does  not  mean)  is  not 
necessary  here,  we  observe  that  it  means  at  least  that  principal 
cannot  for  any  reason  be  permanently  impaired,  such  as  by  direct 
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application,  in  lieu  of  income,  to  educational  purposes,  or  by 
diversion  to  non-educational  purposes. 

"We  are  mindful  of  the  following  sentence  in  Section  12,  Article 
XI,  Constitution  of  Montana: 

"  'The  interests  of  said  invested  funds  (of  tlie  st.ite  cchjcational 
institutions) .  .  .  shall  be  devoted  to  the  maintenance  and  per- 
petuation of  these  respective  institutions.' 

"In  our  opinion,  this  mandate  is  satisfied  whether  the  interest  is 
devoted  directly  or  indirectly  to  the  maintenance  and  perpetuation 
of  those  institutions.   In  other  words,  we  ^o^  112^  believe  the 
constitutional  requirement  is  violated  by  an  allocation  of  some 
interest  toward  restoration  of  a_  temporary  loss  of  principal  when 
the  over-all  effect  of  the  plan  is  to  improve  the  income  posture  of 
the  funds.   Such  allocation  of  income  is  certainly,  in  the  long 
run,  in  the  interest  of  maintaining  and  perpetuating  the  insti- 
tutions for  whose  benefit  the  funds  exist.''   (Emphasis  added) 

The  court  has  recognized  that  a  temporary  loss  of  principal  may 
improve  the  income  posture  of  the  fund  in  the  long  run.   The  court  also 
recommended  the  restoration  of  the  permanent  fund  by  allocating  part  of 
the  current  income  to  principal.   The  court  did  not  require  the  use  of 
all  current  income.   This  rationale  appears  to  fully  carry  out  the 
constitutional  and  legislative  intent  of  preserving  the  principal  while 
distributing  current  income  for  immediate  use. 

The  court  did  not  establish  any  time  period  or  repayment  plan,  but 
rather  recognized  as  satisfactory  the  establishment  of  a  systematic  plan 
which  would  improve  the  income  posture  while  maintaining  and  perpetu- 
ating the  institutions  for  which  the  funds  exist.   The  time  period  does 
not  appear  as  crucial  as  the  system  used  because  of  the  perpetuality  of 
the  fund.   Thus,  if  the  system  used  guarantees  repayment,  such  as  replen- 
ishment over  the  life  of  the  security  with  which  the  loss  occurred,  it 
would  appear  satisfactory.   This  method  would  appear  reasonable  since 
lost  principal  would  be  restored  by  the  maturity  date  of  the  security 
involved  in  the  loss  transactions.   Also,  since  this  method  would  dis- 
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tribute  the  effect  of  the  loss  transaction  over  the  life  of  the  secu- 
rity, radical  fluctuations  in  income  distributions  would  be  prevented. 

Considering  the  amortization  of  premiums  and  discounts  in  distrib- 
utable income  would  partially  offset  the  amortization  of  losses  incurred 
on  security  exchanges  made  to  improve  the  income  posture  of  the  fund. 
The  Board  of  Investments  has  adopted  the  deferral  and  amortization 
method  of  accounting  for  losses  on  bond  swaps.   This  method  charges 
against  income  a  portion  of  these  losses  over  the  life  of  the  security 
swapped  out  or  acquired,  whichever  is  shorter.   However,  the  Department 
of  State  Lands  has  neither  taken  these  amortized  losses  against  income 
nor  accounted  for  the  losses  on  the  "completed  transaction"  basis.   Thus 
they  have  again  used  principal  for  distributions. 

Failure  to  properly  account  for  either  the  previous  $1,362,969 

distribution  of  permanent  funds  or  the  losses  incurred  from  security 

exchanges  has  resulted  in  overdistribution  of  approximately  $2,447,100 

as  shown  in  the  following  table.   However,  had  the  Department  of  State 

Lands  distributed  the  current  amortized  portion  of  discounts  and  premiums 

as  we  recommend,  the  net  overdistributions  would  have  been  only  $970,400. 

Over  (Under) 

Distribution  Due  Underdistribution  Net 

To  Bond  Swaps  And  Due  to  Amortization  Over  (Under) 

Fiscal  Year         Prior  Period  Error      of  Discounts  Distribution 

Prior  Period  Error     $1,363,000  $1,363,000 

1971-72                 (38,600)  $      (300)  (38,900) 

1972-73                  63,100  (493,200)  (430,100) 

1973-74                 420,300  (400,300)  20,000 

1974-75                 639,300  (582,900)  56,400 

Total                 $2,447,100  $(1,476,700)  $   970.400 

Amortizing  premiums  and  discounts  and  amortizing  losses  on  a  consistent 
basis  would  correct  calculations  of  distributable  income  from  the  fund. 
These  procedures  would  also  follow  generally  accepted  accounting  practices. 
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Information  and  Personnel  Needed  for  Proper  Distributions 

The  Investment  Division  assumed  the  accounting  functions  for  trust 
and  legacy  fund  investments  in  1971.   The  division's  accounting  system 
has  the  capability  of  preparing  monthly  amortizations  of  premiums  and 
discounts  on  securities.   Additionally,  the  division  maintains  accounting 
records  for  the  deferred  gains  and  losses  on  a  monthly  basis. 

The  Department  of  State  Lands  uses  the  Statewide  Budgeting  and 
Accounting  System  (SBAS)  for  determining  distributable  income  each 
quarter.   However,  the  Investment  Division  places  certain  accounting 
entries  relating  to  amortization  of  premiums,  discounts,  gains,  and 
losses  on  bond  swaps,  and  the  restoration  of  previously  distributed 
principal,  into  SBAS  on  an  annual  basis  only. 

Since  1971,  when  these  year-end  entries  have  been  made,  they  have 
not  been  considered  in  the  Department  of  State  Lands'  calculation  of 
distributable  income  for  the  common  school  fund.   Department  of  State 
Lands  personnel  did  not  understand  the  significance  of  the  entries.   At 
this  time,  if  the  Investment  Division  provided  monthly  data,  the  Depart- 
ment of  State  Lands  would  not  have  the  personnel  or  the  accounting 
system  necessary  to  properly  accumulate  data  on  the  fund's  investments 
and  calculate  distributable  income.   At  least  as  early  as  November  1971 
the  State  Board  of  Land  Commissioners  was  aware  of  errors  it  had  made  in 
distributing  common  school  fund  principal.   Yet,  the  board  has  taken  no 
action  to  correct  the  errors  and  comply  with  the  constitution. 

The  Department  of  State  Lands  currently  sends  its  calculation  of 
quarterly  distributable  income  to  the  state  Treasurer's  office  which 
distributes  the  money  to  the  common  school  funds.   The  Treasurer's 
office  prepares  the  distribution  from  information  received  from  the 
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Department  of  State  Lands  and  from  SBAS  accounting  records  which  are 
also  available  to  the  Department  of  State  Lands.   We  could  find  no 
authority  requiring  or  reason  for  the  state  Treasurer  to  distribute  the 
common  school  income.   Since  the  Department  of  State  Lands  initially 
receives  the  income  for  the  Trust  and  Legacy  Fund  and  is  responsible  for 
the  accountability  of  the  fund,  it  is  logical  that  the  department  perform 
all  functions  relating  to  the  administration  of  the  fund,  including 
calculating  and  distributing  the  quarterly  income. 

The  Department  of  State  Lands  should  request  assistance  from  the 
Department  of  Administration  to  develop  a  system  to  provide  adequate 
information  to  allow  proper  quarterly  distributions.   After  an  adequate 
accounting  system  has  been  designed,  the  Department  of  State  Lands 
should  request  from  the  Investment  Division  monthly  reports  of  amorti- 
zation of  premiums  and  discounts  and  information  required  on  bond  swaps 
and  prior  period  adjustments.   Investment  Division  records  are  the  only 
source  for  this  data.   If  the  Investment  Division  cannot  provide  the 
data  on  a  timely  basis  for  calculation  of  quarterly  distributions,  the 
Department  of  State  Lands  should  include  estimates  in  their  distri- 
butions and  make  proper  adjustments  in  the  subsequent  quarter. 

Proper  calculations  of  distributable  income  from  the  trust  and 
legacy  fund  are  not  simple.   A  professional  accountant  is  needed  to  keep 
te  records  which  form  the  basis  of  the  calculation.   If  the  Department 
of  State  Lands  does  not  need  a  full  time,  professional  accountant  to 
perform  this  and  its  other  accounting,  they  should  seek  part-time 
assistance  from  a  professional  accountant  to  assist  in  its  record- 
keeping for  the  common  school  fund. 
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RECOMMENDATION 

We  recommend  that  the  Department  of  State  Lands: 

1.  Consider  amortized  portions  of  premiums  and  discounts  in 
calculating  quarterly  distributable  income. 

2.  Replace  overdistributed  permanent  funds  by   the  amortization 
method  proposed  by   the  Board  of  Imiestments . 

2.        Establish  proper  accounting  for   losses  incurred  on 
security  exchanges. 

4.  Request  assistance  from  the  Department  of  Administration 
in  designing  an  adequate  accounting  system  for  determining 
proper  distributable  income. 

5.  Request  timely  journal  entries  and  necessary  accounting 
data  from  the  Investment  Division  to  allow  proper  quarterly 
distributions. 

6.  Seek  assistance  from  a  professional  accountant  in  accumulating 
data  which  provides   the  basis  for  quarterly  distributions. 

7.  Prepare  quarterly  distributions  currently  prepared  by   the 
state  Treasurer's  office. 

PRIOR  YEAR  RECOMMENDATIONS 

The  Board  of  Investments  has  complied  with  16  of  the  21  recom- 
mendations made  in  the  fiscal  year  1973-74  audit  report.   The  board 
concurred  with,  but  has  not  implemented,  three  recommendations,  and  the 
board  disagreed  with  two  recommendations.   We  discuss  below  actions 
taken  to  date  on  the  five  recommendations  which  have  not  been  implemented. 

Recommendation:     Take  action  to  become  as  self-sufficient  as  possible 
in   the  use  of  PMS  system  to  ensure   the  production  of  timely  accounting 
and  management  information. 
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The  problems  being  exerienced  with  PMS  currently  are  discussed  on 
page  17  of  this  report. 

Recommendation:     Adopt  the  accrual  basis  of  accounting . 

The  board  concurred  with  this  recommendation  with  the  qualification 
that  they  would  not  be  able  to  report  on  the  accrual  basis  until  fiscal 
year  1976.   However,  the  board  is  re-evaluating  their  decision  to  adopt 
this  recommendation.   This  recommendation  occurs  again  on  page  32  of  this 
report. 

Recommendation:     Establish  a  plan  for  systematic  review  of  mortgage 
files  held  by  servicers. 

The  board  did  not  agree  with  this  recommendation;  however,  because 
we  noted  problems  with  mortgage  servicing  again  in  this  audit,  we  address 
this  problem  on  page  11  of  this  report. 

Recommendation:     Assume  all  mortgage  accounting  and  collecting 
functions  now  performed  by  investing  agencies. 

We  address  mortgage  servicing  problems  on  page  11  of  this  report. 

Recommendation:     Include  in  their  annual  report  financial  state- 
ments summarizing  the  investment  program's  year-end  financial  position, 
the  results  of  the  year's  investment   transactions  and  activities,    and 
the  changes  in  invested  balances  for  each  investing  fund. 

This  recommendation  occurs  again  on  page  29  of  this  report. 
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Final  Comments 

We  have  reviewed  the  comments  and  recommendations  contained  in  this 
report  with  the  members  of  the  Board  of  Investments,  the  Director  and 
Investment  Officer  of  the  Department  of  Administration  and,  where  appli- 
cable, the  State  Treasurer  and  the  Acting  Commissioner  of  the  Department 
of  State  Lands.   The  full  texts  of  their  responses  to  this  report  begin 
on  page  103. 

We  wish  to  express  our  appreciation  to  these  officials  and  their 
respective  staffs  for  their  cooperation  and  assistance  during  this 
audit. 
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FINANCIAL  STATEMENTS 


Exhibit   A 
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AGENCY  REPLIES 


STATE  OF  MONTANA 

DEPARTMENT    OF    ADMINISTRATION 

BOARD     OF     INVESTMENTS 


ROOM  236.  MITCHELL  BUILDING 

HELENA,  MONTANA    59601 

(406)  449-2656 


June    30,    1976 


p-p^r-^   '- 


1 J  J 


V.Oi\. 


.'  ULioL.uiv'E  ALJDirOR 


Mr.  Morris  Brusett,  Legislative  Auditor 
Office  of  the  Legislative  Auditor 
Room  135,  State  Capitol  Building 
Helena,  Montana   59601 

Dear  Mr.  Brusett: 

The  following  is  our  reply  to  your  audit  report  for  the  fiscal  year  ending  June 
30,  1975: 

Recommendation,  Page  10 

1.  The  State  of  Montana  pays  all  indebtedness  with  a  warrant  which  is  not  a 
check  or  cash  item.   The  Treasurer  must  pay  for  these  'rarrants  with  checks. 
However,  the  Montana  banking  system  processes  the  State  warrant  as  a  cash 
item.   The  State  receives  a  benefit  of  float  in  using  State  warrants.   Our 
studies  in  1972-73  indicated  outstanding  warrants  on  a  daily  basis  ranged 
between  $10-30  uillion.   A  recent  study  covering  the  last  6  months  has  shown 
outstanding  warrants  still  range  between  $10-30  million.   For  this  benefit, 
the  Board  realizes  the  banking  system  must  be  compensated  through  a  reason- 
able demand  account:  in  every  bank  within  the  State . 

2.  We  concur.   However,  in  our  previous  studies  it  is  an  impossible  task  to 
identify  the  bcinking  system's  cost  of  processing  the  State's  business.  For 
this  reason,  in  1372  the  Board  asked  the  State  Treasurer  to  limit  the  total 
demand  deposits  in  banks  outside  Helena  to  $700,000. 

3.  We  concur.   In  1973,  the  Board  suggested  to  the  State  Treasurer  that  an  auto- 
matic transferral  of  money  be  instituted. 

Recommendation ,  Page  3  3 

1.  We  concur. 

2.  We  concur. 
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June  30,  1976 


3.  We  concur.   An  independent  appraisal  for  conventional  loans  is  contained  in 
the  Board's  mortgage  purchase  policies  and  has  always  been  enforced. 

4.  We  concur. 

Recommendation,  Page  15 

1.   We  concur  to  the  extent  that  the  individual  agencies  involved  should  seek 
the  clarification.   Should  they  not  succeed,  future  income  from  any  funds 
invested  will  be  credited  to  the  General  Fund.   The  agencies  involved  were 
investing  their  monies  prior  to  the  Board's  inception. 


All  other  agencies  for  whom  funds  are  invested  have  i.egal  authority  for  such 
investments  and  to  receive  investment  income.  ,-/ 


Sincerely, 


^/■k^ 


R.  Howeth 
Investment  Officer 


JRH:cl 


cc: 


Mr. 

Mrs. 

Mr. 

Mr. 
Mr. 
Mr. 


Jack  Grosser 

Maxine  G.  Johnson 
Dean  H.  Albert 
Paul  D.  Garuso 
John  A.  Hauf 
John  MacMillan 
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THOMAS   L.  JUDGE    Governor 


DIHKCTOR'S  OFFKK 

MITCHELL   lU  ILDINii 

HELENA.    MONTANA    r><»f>(>l 


June   30,    1976 


p-rvc|\yrr|j 


MON..U...  L... 


19-G 


Mr.  Morris  L.  Brisett 

Legislative  Auditor 

Office  of  the  Legislative  Auditor 

State  Capitol 

Helena,  Montana  59601 

Dear  Mr.  Brusett: 


In  accordance  with  your  request,  this  is  the  Department  of  Adminis- 
tration's reply  to  the  recommendations  included  in  the  audit  of  the  Board 
of  Investments, 

Page  11,  RECOmEHDATWM 

We  fLZaommznd  that  thz  Vtpaxtmznt  o^  Adrnttvutnation: 

J.  iiloA-k  mXk  thz  Invzitrnznt  V-lvX^ton  to  opzAotz   PMS 
oYi  a  mofiz  ttmtZy  pnodactLon  ichzdulz. 

2.     VzvzZop  6o{itiA}aA.z  to  account  (^oK  STIP  tAavu^ actio n^ . 

1.  We  concur.   Currently  PMS  is  operating  on  a  timely  production 
schedule. 

2.  We  concur.   During  the  last  year,  the  Investment  Division  has 
expended  $7,000  or.  computer  programming  for  STIP.   We  estimate  it  is  50  per- 
cent completed. 

Page  21,   RECOMMEiN/PATIOM 

We.  Kccotmznd  that  thz  Vzpa/Ltmznt  o{j  AdrntyUAtixution  zitabttih 
accounting  cont/iol  ovzA.  mofvtgagz  tn\jeJ>tinznt!>  and  monXgagz 
-income  and  a66umz  aZJL  moKtgagz  coZlzction  ^unction6  now 
pzn.{i''jfmzd  by  thz  invzAting  agznctzA. 

1.      We  concur.      The  Department  has   been  working  with   the  Housing 
Authority   to  develop  a  mortgage  accounting   system. 

Page  23,   kECOmENVATJON 

Wz  fizcommznd  that  thz  VzpoAXmznt  of,  Admini^tAoution: 

1.     RzquAAz  thz  uiz  o(i  at  tzai>t  tMo  dzalzA  quotzA  that 
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basis. 


Mr.  Morris  L.  Brusett 

Page  2 

June  30,  1976 

A.e,pA.e^e.nt  ^ouAty  ihz  mankoX  voZxlz  oi^  ikt  STl?  ponXiotio 
on  a  day-to-day  baj>-ii>. 

2.  Eiitabtiiik  a.  pfLopaAJLy  6apM.VAj>td  double  zniAy  accoarvting 
i>yi>tQm  {^ofL  STIP. 

3.  VfLzpa/ie,  {^.inanclaZ  6tatme.yvt6  Mklch  mXZ  ^cuAty  pfizidnt 
tht  activAXy  and  condiZLon  o^  STIP. 

1.  We  concur. 

2.  We   concur.      This  has  been  established. 

3.  We  concur.      Financial  statements  are  being  prepared  on  a  monthly 

Page  24,   RECOmEMVATJON 

We  /lecommend  that  tht  VzpoAXmtnt  oi  AdminAj>tyuxtLon  dtanlnouto. 
the,  daubtd  fitponZLng  o{i  STIP  tafiYiinQi>. 

1.      We  concur. 

Page  25.   RECOMMEWATIOM 

We  fizcommnd  that  tkt  VtpaAtmznt  of^  Admtni^t/iatLon  n.zquJjiz 
the.  cofViecZLon  o{,  yleZd  eAAou,  In  PMS  and  adzqaatdiy 
fitv-ieMJ  att  Inf^ohmcution  pfiion.  to  pfioMzntation  -in  the. 
Boa^d  oi  InveAtmtnti^   annual  nzponX. 

1.      We   concur.      All  yield    errors   have  been  corrected. 

Page  25,   RECOMMEWATIOM 

We  fizcomrwind  tliat  tkd  VzpaAtment  o{,  AdminU, tuition  Hzqa/Jiz  ■ 

adhzAznce.  to  utabti^htd  potlcy  {^on.  thz  moAkzX  vataz 
p^Z6zntatA.on  o{,  United  States  GoveAnment  obtigatlom, , 
zoKvofiatz  and  CanadAJin  bondi . 

1.      We  concur.      Due   to    the  difficulty   in  obtaining   two   complete 
quotes,    the  policy  will   be   adjusted    to   the  use  of   one  dealer   quote. 

Page  29.   RECOmENVATJOM 

We  Azcommznd  that  thz  dzpafitrnznt  of,  AdrntnlstAatton  indbadz 
In  thz  BooAd  of,  Invzitmznt^'   annual  AzpofU,   financial 
■i)tatzmznti>  ^ummoAizing  thz  invzAtmznt  pfiOQ'Uxm'^  yzoA-znd 
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Mr.  Morris  L.  Brusett 

Page  3 

June  30,  1976 

f^-inamlal  position,  the.  n.uaLti>  oi  thu  ytoA' i>  Invuimznt 
tAari^OLctLovu,  and  activ-itiu ,  and  thz  ckangu  -in  -invutO-d 
boita.ncQ^  {^on.  URch  inveAting  {^und. 

The  Investment  Division  did  a  substantial  amount  of  work  reviewing 
other  states'  financial  reports  in  developing  the  presentation  of  the  annual 
report.  By  comparison,  the  Board's  annual  report  contained  more  information 
than  other  reports  reviewed. 

We  a«|ree  that  there  should  be  a  continuing  endeavor  to  improve  the 
annual  report  and  we  will  continue  to  work  with  your  staff  to  find  a  more 
acceptable  means  of  reporting. 

Page  32,  RECOmEMVATlON 

We  Kzcommund  that  thz  ViipaMjyntnt  o^  AdminAj,tn.ation  adopt 
thz  accAual  meXhod   Oi^  actountinQ   ^OK.  fizpofvtinQ  the 
fioMuLti)   Oj$  tko,  boaAd'6  opeAotion^  -in  the.  Anve^tmznX. 
pfiOQfiam  annual  n.zpofvt. 

The  State  Accounting  System  is  on  a  "cash  basis"  of  accounting. 
Therefore,  the  Board's  report  to  those  agencies  having  investment  income 
is   on  a  cash  basis.   Due  to  the  uniqueness  of  bond  accounting,  we  believe 
the  amortization  of  discounts,  premiums  and  the  deferral  of  bond  losses  is 
the  most  conservative  approach  and  has  been  a  justifiable  exception  when 
reporting  on  a  cash  basis. 

The  Investment  Division  maintains  two  accounting  systems,  the  PMS 
and  SBAS .   Likewise,  the  agencies  who  have  investment  income  receive  these 
reports  from  the  two  systems.   We  are  not  sure  as  to  the  confusion  which  can 
occur  if  the  Investment  Division  adopts  the  accrual  method.   Depending  upon 
time  and  resources  available,  we  are  considering  reporting  on  both  bases. 

Page  '.1,   RECOmENVATJON 

The  recommendations  concerning  the  Trust  and  Legacy  Fund  are 
directed  to  the  Department  of  Lands.   However,  I  believe  it  appropriate  for 
the  Department  of  Administration  to  advise  you  of  the  action  we  intend  to 
take  concerning  the  recommendations. 

We  concur  with  the  recommendations.   The  Investment  Division  has 
been  calculating  the  necessary  data  on  an  annual  basis.   They  will  be 
instructed  to  furnish  the  Department  of  Lands  the  necessary  data  on  a  more 
frequent  basis  to  allow  them  to  make  the  proper  quarterly  distributions. 
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Page  4 

June  30,  1976 

The  Department  of  Administration  will  assist  the  Department  of  Lands  in 
establishing  an  adequate  system  for  determining  proper  distributable 
income.   The  Department  of  Lands  will  be  instructed  to  use  this  system 
in  determining  the  required  distributions. 

Sincerely, 


d-d 


ick  C.  Grosser 
Director 


JCC:bc 

cc :   Jim  Howeth 

Leo  Barry,  Jr. 
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Mr,  Morris  L.  Brusett 
Legislative  Auditor 
Capitol  Building 
Helena,  MT  59601 

Dear  Morris: 

I  am  in  receipt  of  your  June  16,  1976  letter  regarding  the  audit  of  the 
Board  of  Investments.  I  want  to  thank  you  for  the  opportunity  to  comment 
on  the  report,.  The  Department  has  some  general  corrments  on  the  text  of 
the  report  which  will  relate  to  the  specific  recommendations  of  your 
office. 


The  Department  recognizes  that  the  p 
premiums,  di<^:counts  and  "swaps"  is  1 
in  overdistribjtion  to  the  schools, 
that  this  Department  was  officially 
stated  in  the  report;  the  Board  of  I 
unable  to  locate  such  notification, 
your  office  of  the  situation  and  the 
was  prepared  (p.  26).  It  was  explai 
income  account,  as  recorded  in  SBAS, 
with  the  records  of  the  Treasurer's 


resent  accounting  system  for  handling 
ess  than  adequate,  and  has  resulted 

We  have  been  unable  to  find  evidence 
notified  of  the  situation  in  1971  as 
nvestments'  personnel  have  also  been 

The  Department,  however,  did  notify 

discrepancies  when  the  1973-74  audit 
ned  that  the  Department  utilized  the 

to  check  the  distributable  income 
Office. 


The  Department  believes  that  the  integrity  of  the  trust  must  be  assured; 
and  that  the  procedures  utilized  to  account  for  the  investment  of  trust 
funds  must  mc-et  strict  standards  of  accuracy.  The  objective,  then,  is  to 
develop  a  means  of  reimbursing  the  trust  for  overdistributed  monies  and 
to  establish  reasonable  and  efficient  accounting  procedures  which  will 
avoid  future  problems. 

Your  report  concludes  that  "Since  the  Department  ...  is  responsible  for 
the  accountability  of  the  fund,  it  is  logical  that  the  Department  perform 
all  functions  relating  to  administration  of  the  fund,  including  calculating 
and  distrib'jting  the  quarterly  income."  (p.  40)  That  is  interesting, 
because  once  the  monies  are  collected,  the  Department  loses  control  over 
them.  In  1971  the  investment  and  administration  of  the  funds  was  taken 
from  the  Department  and  placed  in  the  Board  of  Investments.  Once  the 
monies  are  deposited  with  the  Treasurer,  the  Board  of  Investments  has 
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control  and  supervision  over  those  funds.  The  Board  of  Investments  can 
take  losses  on  the  principal  of  the  trust,  elect  \:o  amortize  the  loss  and 
set  the  rate  and  amount  of  amortization,  all  without  consultation  with  or 
approval  of  the  Department.  Those  are  substantial  activities  over  which 
the  Department  has  no  control;  and  yet  it  is  stated  that  since  we  are 
accountable  for  the  fund,  it  is  "logical"  that  we  perform  all  functions 
relating  to  administration  of  the  fund.  To  argue  that  the  Department  is 
responsible  for  accounting  for  activities  over  which  it  has  little  or  no 
control  is  not  justifiable. 

In  essence,  the  audit  report  concludes  that  the  Board  of  Investments  may 
take  losses  on  the  principle  of  the  trust,  elect  to  amortize  those  losses, 
set  the  rate  and  amount  of  the  amortization,  but  that  this  Department 
should  perform  the  accounting  functions  to  insure  that  the  distributable 
income  is  correct. 

As  stated,  the  Department  has  been  using  the  amount  in  the  income  account 
in  SBAS  to  cross-check  with  the  Treasurer's  Office.  That  amount  is  placed 
in  the  account  by  the  Board  of  Investments.  The  Board  of  Investments  makes 
the  decision  to  buy  or  sell  at  a  premium  or  discount,  elects  to  amortize, 
and  sets  the  rate  and  amount  of  amortization  of  each  security.  Since  the 
Board  of  Ir'vestments  determines  the  total  income  for  the  account  and 
determines  the  amortization  for  the  securities,  is  it  not  logical  that 
the  Board  subtract  the  amortizations  from  the  income  to  give  a  total 
"distributable"  income?  Section  79-414(2)  states  in  part: 

The  department  of  administration  shall  adopt  the  necessary 
procedures  to  ensure  that  interdepartmental  or  intradepart- 
mental  transfers  of  money  do  not  result  in  inflation  of 
figures  reflecting  total  government  costs  and  revenues, 
(emphasis  added) 

By  placing  the  entire  income  into  the  SBAS  income  account,  without  deducting 
the  amount  to  be  credited  to  the  principal  account,  the  actual  distributable 
income  figures  are  being  inflated.  The  above  ssction  appears  to  require 
the  Department  of  Administration  (Board  of  Investments)  to  adopt  procedures 
to  prevent  that  inflation. 

I  was  advised  by  your  office  that  a  new  computer  program  to  change  the 
Board's  present  practices  would  cost  approximately  $5,000.  Mr.  Jack  Grosser 
has  informed  me  that  it  would  take  an  independent  accountant  approximately 
four  months,  with  assistance  from  the  Department  o."  Administration,  to 
establish  the  recomiiended  accounting  system  within  the  DSL.  The  independent 
accountant  would  then  be  required  to  check  such  a  system  once  or  twice  a 
month  to  insure  its  accuracy.  To  prevent  a  ballooning  bureaucracy,  I 
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respectfully  suggest  that  it  may  be  more  efficient,  economic,  reasonable 
and  logical  to  change  the  Board  of  Investment's  computer  program  and 
procedure  with  a  one-time  cost  than  to  establish  a  new  accounting  program 
in  this  Department  with  perpetual  costs.  The  Department  offers  the 
following  additional  comments  on  the  specific  recommendations: 

1.  The  Board  of  Investments  is  presently  recording  the  amortized 
portions  of  premiums  and  discounts  in  SBAS  on  an  annual  basis.  That 
recording  should  be  done  on  a  quarterly  basis  and  deducted  from  the 
total  income  account  leaving  a  distributable  income  figure.  This  may 
require  the  creation  of  an  additional  account. 

2.  On  cage  33  of  the  report  it  is  noted  that  the  Board  of  Investments 
elected  to  amortize  the  previous  error  over  a  15  year  period  at  a  rate  of 
$90,865.  The  Board  should  set  a  new  rate  and  amount  to  account  for  the 
additional  nverdistribution. 

3.  The  procedure  utilized  by  the  Board  of  Investments  presently 
accounts  ^or   the  losses  on  security  exchanges. 

4.  If  the  information  already  available  within  the  Board  of  Invest- 
ments were  placed  within  the  modified  system,  there  would  be  no  need  to 
design  a  new  accounting  system  with  the  Department  of  State  Lands.  The 
distributable  income  could  be  determined  by  deducting  the  amount  of 
amortization  and  losses  recorded  by  the  Board  from  the  amount  of  income 
recorded  by  the  Board. 

5.  The  timely  journal  entries  and  accounting  data  could  be  recorded 
in  a  modified  Board  of  Investments  procedure. 

6.  There  would  be  no  need  for  a  professional  accountant  if  the 
quarterly  distributable  income  were  placed  in  the  system  by  the  Board 
of  Investments. 

7.  If  the  Board  of  Investments  would  determine  the  distributable 
income,  the  Treasurer's  Office  with  authorization  from  DSL  would  be  able 
to  distribute  the  proper  amount  with  no  additional  accounting  systems. 

By  constitutional  requirement,  your  office  audits  the  investment  program; 
that  audit  provides  adequate  safeguards  to  insure  the  integrity  of  the 
trust  and  the  income  therefrom.  It  would  appear  to  be  duplicative  to 
require  this  Department  to  perform  a  check  on  the  Board  of  Investments' 
procedures . 

If  you  have  any  questions  or  if  I  can  be  of  further  assistance,  please  advise 


Sincerely,   '   i 

Leo  "fferry,  uj/.^'^cting  Commissioner 

Attachments 
LB/aj 
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Septerober  25/  1975 

MEMO 

TO:  Mike  Billings 

FROil:  Ted  Scliwinden,    Commissioner 

SUBJECT:  Montana  Trust  £<  Legacy  Account  No.    08000 

For  several  years   tiie  Department  has   annually  prepared  a 
spread  sheet  showing  the  permanent  assets  of  tlxe  Department. 

This   sheet  shows   the  value  of  unsold  lands   in  each  land 
grant  accoiint  at  $10.00   per  acre;    tlie   (deferred  payments 
on   land  sales   in  each   account;    tlxe   total  credits   in   the 
Montana  Trust  &  Legacy  Account  for  each  graiit;    securities 
purchased  and  cash  with  the  State  Treasu.:or. 

In  preparing  the  asset  sheet  on  June  30,  1975,  we  were 
unable  to  balance  control  account  2201  (Accountability 
for  Advances)   with   Investments   and  cash. 

Tlie  investments   in   tlxe  Montana  Trust  and  Legacy  Account 
have  been  carried  at  par  in   the  past  and  are  presently 
being  carried  at  par  in  SBAS. 

Since   the   Investment  Board  took  over  tlie   investment  respon- 
sibility in   19  71,    tlie  income  account   for  the  Trust   &  Legacy 
has  been  discontinued  and  the  interest  income  as  well  as 
tlie  principal  is   carried  in  Account  No.    08000. 

We  maintain  manual   records  of  the  cash  account,   keeping 
separate  records   of  interest  collected  and  permanent  funds 
received.      The   Investment  Board  is   given   these  balances 
weekly   for  investment  purposes.      It  is  quite  apparent  that 
discrepeincies  have  developed  in   allocation  of    'interest*    and 
•principal'    in  documents   received  from   tiio  Investment  Board. 

We  have  been   advised  by  some  of  tiie  Investment  Board  staff 
that  an   audit  would  have   to  be  made  of  all  of  the  tremsactions 
made  by   the   Investment  Board  since   1971   to  correct  this 
matter. 
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AUDITORS'  COMMENT: 

The  recommandations  on  page  41  of  the  report,  concerning  the  calcu- 
lation and  distribution  of  earnings  of  the  common  school  fund  were 
addressed  to  the  Department  of  State  Lands  as  the  state  agency  having 
the  responsibility  for  administering  the  funds.   Article  X,  Section  4, 
Constitution  of  Montana,  referring  to  the  State  Board  of  Land  Commis- 
sioners, provides  in  part: 

"It  has  the  authority  to  direct,  control,  lease,  exchange,  and  sell 
school  lands  .  .  .  under  such  regulations  and  restrictions  as  may 
be  provided  by  law." 

Section  81-103,  R.C.M.  1947,  provides  in  part: 

"The  (land)  board  shall  exercise  general  authority,  direction,  and 
control  ovei  the  care,  management  and  disposition  of  state  lands, 
and  subject  to   the  investment  authority  of  the  board  of  invest- 
ments, the  funds  arising  from  the  leasing,  use,  sale  and  dispo- 
sition of  those  lands  or  otherwise  coming  under  its  administra- 
tion." 

Thus,  the  Department  of  State  Lands  has  the  ultimate  authority  and 
responsibility  over  school  trust  funds,  subject  only  to  the  investment 
authority  of  the;  Board  of  Investments.   Therefore,  the  Department  of 
State  Lands  should  determine  that  distributions  from  the  common  school 
fund  are  proper. 

The  response  of  the  Department  of  Administration  indicates  that  the 
Investment  Division  will  be  directed  to  furnish  the  necessary  data  to 
the  Department  of  State  Lands  on  a  more  frequent  basis  to  assist  in 
making  proper  distributions.   The  Department  of  Administration  will  also 
assist  the  Depariment  of  State  Lands  in  establishing  a  system  to  deter- 
mine proper  distributable  income.   With  this  assistance  the  Department 
of  State  Lands  should  be  able  to  fulfill  its  responsibility  of  admin- 
istering the  common  school  fund  by  maintaining  inviolate  the  principal 
of  the  fund  while  properly  distributing  income. 
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